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December  7,  1989 

The  Honorable  Les  Aspin 
Chairman.  Committee  on 
Armed  Services 
House  of  Representatives 

Dear  Mr.  Chairman: 

In  response  to  discussions  with  your  office,  we  reviewed  inventory  management  policies, 
procedures,  and  practices  at  naval  air  stations.  We  found  that  the  Navy  needs  to  improve 
internal  controls  over  air  station  inventories. 

We  are  sending  copies  of  this  report  to  the  Chairmen,  Senate  Committee  on  Governmental 
Affairs.  House  Committee  on  Government  Operations.  Senate  Committee  on  Armed  Services, 
and  Senate  and  House  Committees  on  Appropriations;  the  Director.  Office  of  Management 
and  Budget:  and  the  Secretaries  of  Defense  and  the  Navy. 

This  report  was  prepared  under  the  direction  of  Martin  Berber.  Director.  Navy  Issues.  Other 
major  contributors  are  listed  in  appendix  III. 

Sincerely  yours. 


Frank C.  Conahan 
Assistant  Comptroller  General 
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Executive  Summary 


Purpose 


'  The  Congress  has  been  concerned  with  the  military  services’  inventory 
management  policies,  procedures,  and  practices.  Because  of  the  continu¬ 
ing  congressional  interest,  particularly  that  of  the  House  Committee  on 
Armed  Services.  gAo  reviewed  such  policies,  procedures,  and  practices 
at  naval  air  stations,  gao  evaluated  whether  ( 1  )  air  station  inventory 
records  were  accurate.  (2)  internal  controls  for  ensuring  accuracy  were 
adequate,  and  (3)  reported  indicators  of  the  accuracy  of  inventory 
records  were  providing  adequate  data  to  managers  at  higher  echelon*. 
The  Navy  has  a  total  of  37  air  stations,  gao  conducted  detailed  audit 
work  at  three  of  the  largest  air  stations  and  analyzed  inventory  statis¬ 
tics  for  10  others. 


Background 


In  fiscal  year  1082.  the  Navy  developed  an  extensive  inventory  manage¬ 
ment  improvement  program.  The  Navy  introduced  over  To  initiatives 
characterized  by  frequent  field  visits,  comprehensive  training  programs, 
and  increased  stock  point  staff  resources  for  physical  inventory  and 
quality  control.  Increased  emphasis  ’'-as  placed  on  improving  the  accu¬ 
racy  of  inventory  records,  computer  systems,  and  physical  security.  As 
part  of  these  initiatives,  inventory  management  was  made  a  top  com¬ 
mand  priority. 

Inventories  of  aviation  repair  parts,  general  supply  items,  and  conven¬ 
tional  ammunition  at  the  naval  air  stations  were  valued  at  $4.4  billion  in 
1988.  To  ensure  that  inventory  records  accurately  reflect  the  quantity 
of  materials  on  hand,  air  stations  have  established  a  physical  inventory 
program  that  includes  periodically  counting  materials  and  adjusting 
records  when  necessary.  Air  stations  also  are  to  establish  internal  con¬ 
trols  for  appraising  physical  inventory  functions  and  provide  higher 
management  with  reports  and  data  on  inventory  record  accuracy. 


Results  in  Brief 


gao  found  that  air  station  inventory  records  have  a  high  rate  of  error. 
Also,  internal  controls  that  would  help  ensure  record  accuracy  are  not  in 
place  and  key  management  indicators  show  a  picture  of  much  more 
accurate  inventory  records  than  is  the  case. 
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Principal  Findings 


Inventory  Records  Are  Not 
Accurate 


Internal  Controls  Are  Not 
Adequate 


Accurate  inventory  records  :»**e  essential.  Records  showing  more  materi¬ 
als  than  are  actually  on  hand  can  result  in  critical  supply  shortages  and 
prolonged  delays  in  filling  requisitions.  I  'ltimately.  this  can  affect  the 
"cadmec''  *h .  Navy.  Records  Inal  ?>ho\v  les.>  mmciiais  uuut  cut*  un 

hand  can  result  in  excess  inventory  and  unnecessary  expenditures  for 
procurement  and  repair  of  items.  At  two  air  stations.  gao  found  that  .'IS 
percent  and  21  percent  of  tlv*  inventory  records  sampled  were  in  error. 


Internal  controls  are  essential  to  maintaining  accurate  inventory 
records.  They  assist  in  identifying  those  human,  procedural,  or  system 
errors  that  cause  inaccurate  inventory  records,  gao's  work  showed  that 
the  Navy's  system  for  researching  and  correcting  the  causes  of  inven¬ 
tory  record  errors  was  not  working.  The  air  stations'  research  was  not 
completed  within  established  time  frames.  For  example,  at  one  air  sta¬ 
tion.  1 1  of  1(>  research  eases  exceeded  the  prescribed  45-day  deadline. 


gao  s  work  also  showed  that  (1 )  quality  control  programs  for  physical 
inventory  functions  were  not  fully  implemented  and  (2)  upper  manage¬ 
ment  oversight  of  the  air  station  inventory  management  needed 
improvement.  For  example,  air  stations  visited  by  gao  had  not  estab¬ 
lished  required  quality  control  groups  to  independently  verify  that  key 
inventory  functions,  such  as  inventory  counts  and  location  surveys, 
were  properly  performed. 


Additional  Indicators  Need 
To  Be  Evaluated 


Management  indicators  u.  the  accuracy  of  inventory  records  can  show 
higher  commands  where  additional  attention  needs  to  be  placed.  The 
current  indicators  that  the  higher  commands  use  give  a  general,  overall 
view  of  accuracy  but  do  not  reflect  all  errors  in  the  inventory  accuracy 
rates.  For  example,  by  excluding  stock  items  with  errors  ot  $800  or  less 
when  calculating  inventory  accuracy  rates,  three  air  stations  were  able 
to  eliminate  83  percent  of  their  errors.  This  resulted  in  a  combined  error 
rate  of  7  percent  rather  than  the  40  percent  that  actually  existed.  As  a 
result,  higher  commands  did  not  have  a  complete  picture  of  inventory 
record  inaccuracies  or  the  need  for  further  analysis. 


The  Department  of  Defense  (pop)  now  is  requiring  that  inventory  effec¬ 
tiveness  reports  provide  more  data  on  all  inventory  record  variances. 
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The  Navy  also  is  attempting  to  improve  the  accuracy  of  inventory  statis¬ 
tics  by  implementing  a  statistical  sampling  and  analysis  computer  soft¬ 
ware  program  for  stock  points  having  a  specified  automated  supply 
system.  However,  statistical  sampling  programs  have  not  been  devel¬ 
oped  for  other  stock  points. 

Recommendations 

gao  recommends  that  the  Navy  improve  internal  controls  over  air  sta¬ 
tion  inventory  records,  particularly  in  the  areas  of  researching  the 
causes  of  errors,  implementing  an  independent  quality  control  program, 
and  overseeing  air  station  inventory  practices,  gao  also  recommends 
that  the  Navy  implement  statistical  sampling  methods  at  all  air  stations. 

Agency  Comments 

DOD  partially  agreed  v.  ith  gap’s  findings  and  recommendations.  How¬ 
ever.  non  strongly  disagreed  with  gao's  basic  conclusion  that  inventory 
record  accuracy  problems  exist  at  the  naval  air  stations,  non  also  dis¬ 
agreed  that  management  attention  is  lacking  and  that  efforts  to  improve 
inventory  accuracy  have  failed  to  product1  results.  After  reevaluating 
these  matters,  gao  made  changes  to  the  report  but  continues  to  believe 
that  the  basic  conclusion  is  valid  and  that  additional  management 
improvements  are  needed. 

In  commenting  on  gao’s  recommendations,  non  indicated  that  a  number 
of  corrective  actions  were  planned  or  underway.  These  actions  include 
developing  approaches  to  assist  activities  in  performing  causative 
research,  ensuring  that  the  air  stations  fully  implement  the  required 
independent  quality  control  program,  holding  workshops  that  address 
physical  inventory  program  requirements,  and  determining  if  current 
statistical  sampling  deployment  plans  can  be  accelerated  or  if  alterna¬ 
tive  sampling  programs  can  be  deployed  in  the  interim,  hop's  comments 
are  included  in  appendix  II. 
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Introduction 


In  early  lt)SS  the  dollar  value  of  the  Navy's  aviation  inventory  of  repair 
parts,  general  supply  items,  and  conventional  ammunition  at  wholesale 
and  user  activities  was  about  822  billion.  The  primary  shore-based  users 
of  these  inventories  are  the  .'if  naval  air  st  at  ions.  They  are  the  custodi¬ 
ans  of  about  84.4  billion  of  the  822  billion  total  of  aviation  materials. 

'the  air  stations  obtain  their  materials  from  the  Navy's  wholesale  supply 
system — a  network  of  supply  centers  and  inventory  control  points.  For 
the  most  part,  the  aviation  inventory  control  point — the  Aviation  Sup¬ 
ply  Office — establishes  aviation  material  requirements,  procures  needed 
materials,  and  determines  where  to  stock  materials.  The  eight  naval  sup¬ 
ply  centers  receive  and  store  materials  for  subsequent  issuance  to  the 
air  stations  and  others.  The  overall  Navy  supply  system  is  centrally 
managed  by  the  Naval  Supply  Systems  Command. 


Guidance  for 
Inventory  Control 


Good  inventory  control  requires  precise  interplay  among  a  number  of 
diverse  functions,  including  receiving,  storing,  warehousing,  issuing, 
packing,  and  shipping.  It  involves  the  careful  coordination  of  stock  point 
personnel  using  a  variety  of  complex  computer  software  and  laird  ware 
systems.  The  Navy's  inventory  system  operates  under  directives  from 
the  Department  of  Defense  (nop)  and  the  more  specific  policies  and  pro¬ 
cedures  of  the  Naval  Supply  Systems  Command.  According  to  the  Navy, 
this  guidance  applies  to  all  stock  points,  including  air  stat  ions. 

In  general.  Navy  guidance  requires  t hat  air  stations  take  periodic  physi¬ 
cal  inventories  of  materials  to  verify  an  item's  stock  number,  quantity, 
location,  and  condition.  When  inaccurate  records  are  found,  air  stations 
an*  required  to  review  supply  transactions  for  t  he*  causes  of  the  errors. 

If  causes  i  annot  be  readily  d«o*rminr<i  ;><••  *■!  m  i<ms  are  required  to  cor¬ 
rect  .  or  adjust,  t  heir  records  to  the  actual  count.  If  t he  monetary  value 
of  an  inventory  adjustment  exceeds  a  set  minimum  that  varies  according 
to  the  size  of  the  inventory  for  each  air  static  n.  the  air  station  must 
subsequently  review  the  supply  records  in  depth  in  an  effort  to  identifs 
and  correct  the  inventory  errors  and  the  reasons  the  errors  were  made. 

As  part  of  their  internal  control  system,  air  stations  are  required  to 
establish  a  quality  control  program  for  location  surveys,  inventory 
counts,  inventory  record  adjustments,  and  inventory  error  research 
This  program  is  designed  to  achieve  better  control  over  stork*-  and  cor¬ 
rect  problems. 


<*AO  NSIAIMIO  !.>  Air  Station  In\«*ntori<^ 


(  hapter  1 
Introduction 


Tlic  monitoring  of  air  stat ion  inventory  aeeuraey  ami  the  taking  of  cor- 
reetive  action  to  improve  inventory  management  are  the  responsibilit ies 
of  an  air  station’s  higher  echelon  command — such  as  the  Commander. 
Naval  Air  Force,  i  \S  Atlant ic  Fleet  (»  omnavaiiu.a\t i  and  the  Com¬ 
mander.  Naval  Air  Force.  I  S.  Pacific  Fleet  (roMYWAIHI’AO. 


Prior  Audits  of  Supply 
Management 


In  fiscal  year  l!)Sg,  the  Navy  developed  an  extensive  inventory  manage¬ 
ment  improvement  program.  The  Navy  introduced  over  7<t  initiatives 
characterized  by  frequent  field  visits,  comprehensive  training  programs, 
and  increased  stock  point  staff  resources  for  physical  inventory  and 
quality  control.  Increased  emphasis  was  placed  on  improving  inventory 
accuracy,  computer  systems,  and  physical  security.  As  part  of  these  ini¬ 
tiatives.  inventory  management  was  made  a  top  command  priority. 


Although  the  Navy  has  made  major  improvements  in  its  inventory  man¬ 
agement  program,  our  reviews  of  Navy  supply  management  since  1  US 2 
identified  several  problem  areas.  For  example,  in  our  May  198(5  report 
we  identified  significant  management  problems  at  the  Ships  Parts  Con¬ 
trol  Center,  the  Norfolk  Naval  Supply  Center,  and  the  Norfolk  Naval 
Shipyard,  especially  concerning  confirmation  of  receipts,  conduct  of 
physical  inventories,  reconciliation  and  research  of  inventory  discrepan¬ 
cies.  accuracy  of  records,  and  physic  <d  security.  Although  we  made  no 
recommendations,  pop  generally  agreed  with  10  of  the  report's  1  1  find¬ 
ings  dealing  with  the  Navy. 

In  our  March  1088  report.-  which  assessed  some  of  the  problems  dis¬ 
cussed  in  our  May  108(5  report,  we  stated  that  the  Norfolk  Naval  Supply 
Center  and  t  he  Ships  Parts  Coni  ml  Center  si  ill  had  problems  maintain¬ 
ing  accurate  inventory  records.  Further,  the  report  showed  that  inven¬ 
tory  aeeuraey  repo,  ting  was  unrebahbv  thereby  impairing  the  accuracy 
of  information  available'  to  Navy  decisionmakers,  pop  fully  concurred 
with  the  recommended  corrective  actions  in  that  report,  including  the 
need  to  address  the  issue  of  physical  inventory  control  in  (he  Navy’s 
next  annual  assessment  of  internal  controls. 
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Objectives,  Scope,  and 
Methodology 


The  Congress  has  often  questioned  the  military  services,  including  the 
Navy,  about  whether  their  inventory  management  practices  ensure  that 
supply  funds  are  economically  and  efficient  !y  list'd  and  appropriately 
targeted  to  best  enhance  military  readiness.  Because  of  the  continuing 
congressional  interest  in  this  area,  purticiilarh  t  hat  of  the  Mouse  ( inn- 
mi t tee  on  Armed  Services,  we  reviewed  inventory  management  by  nav  al 
air  stations,  whieli  are  the  largest  shore-based  users  of  aviation  materi¬ 
als.  (  See  app  1  for  a  detailed  breakout  of  the  inventories  by  air  station. 1 


We  focused  these  efforts  on  whether  <  1  i  air  stations'  inventory  records 
were  current .  complete,  and  accurate:  <  2 ;  internal  com rols  for  ensuring 
inventors  record  accuracy  were  reliable  and  adequate;  and  I  2 !  manage- 
ment  indicators  of  inventory  record  accuracy  were  providing  the  true 
extent  of  record  inaccuracies  to  Navy  managers  at  higher  echelons. 

To  accomplish  those  objectives,  we  conducted  detailed  audit  work  at 
tliree  air  stations — the  Norfolk  Naval  Air  Station.  Norfolk.  Virginia;  the 
North  Island  Naval  Air  Station.  San  Diego.  California;  and  the  Oceana 
Naval  Air  Station.  V  irginia  Beach.  Virginia.  These  air  stations  accounted 
for  more  than  2b  percent  of  the  total  value  of  air  station  aviation  inven¬ 
tories.  In  addition,  we  analyzed  reported  inventors  adjustment  rates  and 
other  statistics  at  lOolhei  air  stations. 


At  t  lie  i  hrec  air  stat ions  visited  (  Norfolk.  Non h  Island,  and  ( keana ),  wo 
reviewed  Pop.  Navy,  and  !< »cal  procedures  and  pract  ices  concerning  air 
station  inventory  management  and  higher  command  monitoring  and 
feedback  processes.  We  interviewed  the  officials  responsible  for  manag¬ 
ing  Navy  aviation  material  inventories  We  also  reviewed  and  analyzed 
pertinent  studies,  reports,  and  statistical  data. 

To  assess  inventory  record  accuracy,  we  reviewed  statistical  samples  of 
1  b  1  stock  numbers  at  Norfolk,  which  reported  that  it  generally  had  not 
achieved  the  Navy's  inventory  adjustment  goals,  and  DM  stock  numbers 
at  <  Iceana.  which  reported  t  hat  it  had  achieved  t hese  goals  For  each 
Hem  m  t lie  samples  at  Norfolk  and  <  k  eana.  we  conducted  a  physical 
inventory,  accompanied  by  air  st  at  ion  inventory  personnel.  After  physi¬ 
cally  inventorying  these  items  and  accounting  for  receipts  and  issues  in 
proi  ess.  xxc  compared  our  results  with  the  air  stations'  records  Then. 

\\e  projected  the  results  of  our  samples  to  an  estimated  population  of 
approximately  l!U>nu  stock  numbers  at  Norfolk  and  approximately 
IT.i mi )  stock  numbers  a l  <  iceana.  Our  results  can  he  generalized  to  all 
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items  managed  by  the  concerned  air  stations  with  a  AN  percent  confi¬ 
dence  level  and  at  a  precision  rate  of  plus  or  minus  S  percent .  In  addi¬ 
tion.  we  analyzed  inventory  statistics  reported  by  North  Island  and  ltl 
other  air  stations  and  computed  inventory  accuracy  rates  for  each. 

To  assess  how  the  three  air  stations  resolved  inventory  inaccuracies,  we 
examined  a  total  of  NO  high-dollar  value  inventory  adjustments  made 
during  fiscal  year  IASS  for  which  the  causes  of  the  errors  had  been  iden¬ 
tified.  We  then  discussed  t  he  inventory  adjustments  wit  It  officials  and 
reviewed  research  files  to  determine  if  prescribed  time  frames  for  mak¬ 
ing  adjustments  and  completing  research  were  adhered  to  and  if  t  he 
error  causes  identified  were  valid  and  used  in  addressing  systemic 
problems. 

To  evaluate  inventory  management  internal  controls,  we  determined 
how  the  three  air  stations  resolved  inventory  inaccuracies  and 
appraised  physical  inventory  functions.  In  addition,  we  reviewed  the 
extent  of  higher  command  involvement  in  overseeing  air  station  inven¬ 
tory  management.  To  determine  whether  management  indicators 
depicted  the  extent  of  inventory  record  inaccuracies,  we  identified  key 
management  indicators  and  analyzed  their  usefulness  and  reliability. 

During  our  review,  we  obtained  inventory  information  from  the  Office 
of  the  Secretary  of  Defense,  Washington.  D.C.:  the  Office  of  the  Chief  of 
Naval  Operations.  Washington.  D  C.;  the  Office  of  the  Commander. 

Naval  Air  Force.  1  \S.  Atlantic  Fleet,  Norfolk,  Virginia:  the  Office  of  the 
Commander.  Naval  Air  Force,  C.S.  Pacific  Fleet.  San  Diego.  California; 
the  Naval  Supply  Systems  Command.  Washington.  D.C.:  and  the  Avia¬ 
tion  Supply  Office.  Philadelphia.  Pennsylvania. 

In  conducting  our  work,  wo  used  the  same  computer  programs,  reports, 
records,  and  statistics  the  Navy  uses  to  manage  aviation  material  inven¬ 
tories.  make  decisions,  and  determine  requirements.  We  did  not  indepen¬ 
dently  determine  their  reliability. 

Our  review  was  made  in  accordance  with  generally  accepted  govern¬ 
ment  auditing  standards  and  was  performed  between  March  IASS  and 
March  1P8IC  non  provided  written  comments  on  a  draft  of  this  report. 
These'  comments  are  summarized  and  evaluated  in  the  following  chap¬ 
ters  and  are  included  as  appendix  II. 
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Our  analysis  of  inventory  d  :ta  for  13  air  station;:  and  ouv  statistical 
samples  at  2  of  these  air  stations  showed  that  a  '  ge  portion  of  the 
inventory  records  were  wrong.  Records  showing  more  materials  than 
are  actually  on  hand  can  result  in  critical  supply  shortages  and  pro¬ 
longed  delays  in  filling  requisitions.  They  also  can  result  in  fraud  and 
theft  going  undetected.  Records  showing  less  materials  than  are  on  hand 
can  result  in  excess  inventory  and  unnecessary  expenditures  for  pro¬ 
curement  and  repair  of  items. 


Magnitude  of  Errors  Is 
Large 


The  Navy  has  adopted  various  management  indicators  of  inventory 
accuracy.  According  to  the  Reel  commands,  two  of  the  key  management 
indicators  of  inventory  record  accuracy  are  the  record  adjustment  rate 
and  the  monetary  adjustment  rate.  The  Navy  computes  two  record  accu¬ 
racy  rates.  The  first,  the  initial  records  accuracy  rate,  compares  the 
total  number  of  records  with  errors  to  the  total  number  of  records 
inventoried.  The  second,  the  record  adjustment  rate,  eliminates  from  the 
compilation  those  records  for  which  the  adjustment  amount  was  less 
than  $800.  The  monetary  adjustment  rate  comp;  "es  the  total  dollar 
value  of  the  stock  items  inventoried  with  the  dollar  value  of  the  adjust¬ 
ments  made  to  bring  the  inventory  records  in  conformance  with  the 
physical  counts.  However,  dod and  Navy  policy  allow  activities  to 
exclude  the  dollar  value  of  those  adjustments  that  wore  later  reversed, 
because  research  determined  the  cause  of  the  error,  from  computation 
of  the  monetary  adjustment  rate.  In  other  words,  the  tot  , I  dollar  value 
of  adjustments  reported  in  any  one  period  is  offset  by  the  dollar  v  of 
reversed  adjustments  in  that  period. 


Although  allowed  by  dod  and  Navy  policy,  the  reversal  of  monetary 
adjustments  tends  to  understate  total  imb  dances  in  the  inventory 
records.  Table  2.1  shows  the  effect  of  eliminating  inventory  adjustment 
reversals  in  computing  the  monetary  adjustment  rate  The  dollar  values 
of  fiscal  year  1988  reversed  adjustments  for  Norfolk.  North  Island,  and 
Oceana  were  $20.5  million,  $36.2  million,  and  $6.5  million,  respectively. 
When  these  are  added  to  the  reported  adjustments  and  the  monetary 
adjustment  rate  is  recomputed,  the  rate  significantly  increases. 
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Table  2.1:  Effect  of  Eliminating  Inventory  Adjustment  Reversals  in  Computing  the  Monetary  Adjustment  Rate 

Fiscal  year  1988 


Inventories 

Reported 

Actual 

Reported  rate 

Recomputed 

Air  station 

conducted 

adjustments 

adjustments 

(percent) 

rate  (percent) 

"  4  i* 

Total 

S530.4 

S13.3 

S76.5 

2.5 

14.4 

!><>[»  recognizes  that  gross  adjustments  <  ombined  wiili  reversals  meas- 
u tvs  i  he  total  turbulence  ( i.e..  imbalances  i  in  i  hr  inventory  records  Its 
August  dl .  IPS!).  change  to  the  Military  Standard  Transaction  Reporting 
and  Accounting  Procedures  ( Mii.sm\i’)  manual,  which  revises  the  chap¬ 
ter  dealing  with  physical  inventory  controls,  adds  this  measure  to  tin  se 
already  list'd  by  pop.  e.g..  gross  monetary  adjustment  rate,  major  vari¬ 
ance  rate,  survey  accuracy  rate,  and  reconciliation  accuracy  rate,  pop 
calls  this  the  total  record  imbalances  rate  anti  defines  it  as  the  ratio  of 
gross  adjustments  and  total  reversals  (total  imbalances)  toil,  average 
value  of  t  he  inventory  and  ( 2 1  value  of  t lit'  items  inventoried.  I  Anally, 
the  value  of  t he  items  inventoried  is  much  less  t  ban  t lie  average  inven¬ 
tory  value.  When  used  wit  h  t  lie  ot  her  measures,  the  total  record  imbal¬ 
ances  rate  will  give  inventory  managers  additional  informal  ion  to  assess 
t  he  accuracy  of  their  inventory  records. 

To  identify  the  total  turbulence  in  the  inventory  records,  we  computed 
two  unadjusted  inventory  accuracy  rates  for  the  Id  air  stations.  (See 
table  2.2.  >  These  included  the  initial  records  at  curacy  rate  used  by  the 
Navy  before  adjusting  for  the  less  than  ■SXdo  variances  and  the  total 
imbalances  rate,  which  is  the  monetary  adjustment  rate  without  offset¬ 
ting  gross  adjustments  by  reversals. 


I'.IK'<-  I  I 


\S1  \h<m  r»  \ir  Sl  at  inn  I  n  v  **nf  nri«*s 


(  hapu*r  l 

InwMitory  Records  Art*  Not  Accurate* 


Table  2.2:  Unadjusted  Inventory 
Accuracy  Rates  at  Selected  Air  Stations 
tor  Fiscal  Years  1987  and  19883 


Figures  in  percent 

Command/air  station 

Atlantic  Fleet 
Brunswick 
Cecil  Field 
Jacksonville 
Key  West 
Nlorfoik 
Oceana 

Pacific  Fleet 
Alameda 
Barbers  Point 
Lemoore 
Miramar 
Moffett  F sold 
North  Island 
Whidbey  Island 


Initial  records  accuracy 
rate 


1987 

1988 

96  4 

86  8 

86  6 

90  4 

87  9 

9’  0 

73  7 

75  0 

44  1 

51  2 

63  3 

61  6 

87  2 

88  4 

32  3 

1 

80  0 

83  3 

72  5 

68  1 

87  0 

35  0 

57  1 

62  4 

87  5 

87  5 

Total  imbalances  rateb 


1987 

1988 

0  6 

r 

0  6 

■1  P 

P  0 

185 

1  3  4 

30  2 

’  4  0 

3  1 

4  3 

0  8 

0  9 

147  C 

40 

I  7 

4  8 

6  9 

1  2 

4  8 

13  8 

r\y 

00 

2  1 

2  0 

Computed  rates  arc  based  on  air  stations  quarterly  inventory  reports  'or  fiscal  years  198'  and  1988 


This  is  the  ratio  of  monetary  adjustments  plus  reversals  to  the  value  of  items  inventoried 


inventory  data  lcr  Barbers  Point  were  not  computed  because  the  a  r  station  s  computer  input  ua'a 
were  erroneous 


Our  physical  inventory  of  285  randomly  selected  aviation  repairahles 
and  consumables  at  the  Norfolk  and  Oceana  air  stations  showed  that  80 
of  the  inventory  records  were  in  error.  The  erroneous  records  included 
overages  or  shortages,  and  the  discrepancies  ranged  from  small  quantity 
variances  or  unit  costs  to  large  quantity  variances  or  unit  costs.  From 
these  statistical  samples,  we  project  that,  at  the  time  of  our  audit.  :18 
percent  of  the  inventory  records  at  Norfolk  wen*  in  error  and  21  percent 
at  Oceana  were  in  error,  which  equates  to  fig  percent  and  79  percent 
accuracy  rates,  respectively. 

On  t  he  basis  of  these  error  rates,  we  estimate  that  approximately  1 9.000 
inventory  records  at  Norfolk  require  adjustments  and  approximately 
9.900  inventory  records  at  Oceana  require  adjustments.  The  value  of  tin* 
gross  adjustments  (overages  and  shortages  not  offset  by  reversals  i  at 
these  locations  is  estimated  to  tie  approximately  $79.7  million  and  $7.0 
million,  respectively.  The  projected  dollar  adjustments  produce  a  total 
imbalance  rate*  of  99.0  percent  at  Norfolk  and  2.9  percent  at  Oceana. 
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To  identify  the  reasons  for  the  differences  between  the  inventory 
records  and  our  physical  counts,  we  asked  Norfolk  and  Oceana  officials 
to  research  transaction  histories  for  the  86  erroneous  inventory  records 
found  in  our  samples.  As  shown  in  table  2.3.  after  researching  the 
records,  the  air  stations  could  not  identify  the  causes  of  most  errors. 


Record  inaccuracies 

Research  result 

Norfolk 

Oceana 

Cause  not  identified 

54 

28 

Receipt  not  properly  posted 

2 

0 

Change  notice  not  properly  posted 

1 

0 

Difference  in  unit  package  counts 

1 

0 

Total 

58 

28 

The  following  two  examples  illustrate  the  inventory  record  inaccuracies 
for  one  case  that  could  be  explained  and  one  case  that  could  not  be 
explained. 

Norfolk's  stock  records  showed  an  on-hand  quantity  of  1 1  temperature 
indicators  (NSN-6685-00-603-3913)  costing  $293  each.  This  item  is  used 
on  some  helicopters  and  fixed-wing  aircraft.  We  counted  13  indicators, 
or  2  more  than  shown  in  the  records.  Air  station  research  efforts  indi¬ 
cated  that  a  receipt  document  for  two  indicators  had  not  been  properly 
entered  into  the  computer;  thus,  the  record  quantity  had  not  been 
increased  even  though  the  items  were  placed  in  storage. 

Oceana's  stock  records  showed  an  on-hand  quantity  of  28  stator  turbine 
seals  ( NSN-2840-0 1-1 54-1 129)  costing  $760  each.  This  item  is  used  on 
the, jet  engine  of  an  A-6  aircraft  and  is  critical  to  the  aircraft's  mission. 
We  counted  20  seals,  or  8  less  than  the  records  showed.  Air  station 
research  efforts  could  not  explain  the  loss. 

Norfolk  and  Oceana  officials  said  there  were  two  possible  reasons  why 
their  research  did  not  identify  the  causes  of  most  errors.  First.  Navy 
regulations  limit  causative  research  to  only  those  inventory  transactions 
that  occurred  in  the  most  recent  year;  therefore,  the  causes  of  errors 
introduced  to  the  inventory  records  by  transactions  more  than  a  year 
old  would  not  be  discovered  during  causative  research  efforts.  Second, 
many  low-value  items  in  our  samples  may  not  have  boon  inventoried  for 
several  years  prior  to  our  count.  Contrary  to  Naval  Supply  Systems 
Command  instructions  that  require  that  all  items  be  inventoried  periodi¬ 
cally.  Norfolk  and  Oceana  attempt  to  reduce  their  physical  inventory 
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Our  Evaluation 


work  load  by  limiting  inventories  of  low-value  items.  Oceana,  for  exam¬ 
ple,  only  inventories  low-value  items  that  have  had  at  least  two  issues  in 
the  past  year. 


Our  analysis  of  inventory  data  for  13  air  stations  and  our  statistical 
samples  at  2  of  these  air  stations  show  that  a  large  portion  of  the  inven¬ 
tory  records  are  wrong.  The  initial  records  accuracy  rate  and  the  total 
imbalances  rate  are  preliminary  management  indicators  of  the  total  tur¬ 
bulence  in  the  inventory  records  and,  along  with  Don's  other  measures, 
should  be  considered  by  inventory  managers  in  assessing  the  accuracy 
of  their  inventory  records.  The  causes  of  these  inventory  accuracy  prob¬ 
lems  and  our  recommended  corrective  actions  are  discussed  in  the  fol¬ 
lowing  chapters. 


dod  did  not  agree  that  a  large  portion  of  the  air  stations'  inventory 
records  were  wrong  or  that  inventory  accuracy  problems  were  signifi¬ 
cant.  In  addition,  dod  stated  that  none  of  the  data  in  table  2.2  (previ¬ 
ously  2.1)  was  correct  and  a  10  percent  record  adjustment  goal  that  we 
used  to  compare  with  our  sample  results  did  not  exist,  dod’s  overriding 
concern  was  that  we  have  developed  our  own  measures  of  inventory 
record  accuracy  that  lack  proper  perspective  and  therefore  are  mislead¬ 
ing.  According  to  dod,  the  preponderance  of  errors  in  our  samples  were 
minor  and,  therefore,  to  put  a  proper  perspective  on  the  sample  results, 
we  should  include  the  following  table. 
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Stratification  of  the  Combined 
Results  Of  the  GAO  Samples 


Strata 

NO. 

-RECORDS - 

%  of  Total 

Cum .  Var . 

-  DOLLARS  — 
%  of  Total 

Mean  Var 

=  $0 

199 

69.8% 

$0.00 

0.00% 

$0.00 

<  $1 

214 

75.0% 

$5.92 

0.004% 

$0.39 

<  $25 

239 

83.9% 

$286.48 

0.2% 

$7.16 

<  $100 

260 

91.2% 

$1,387.08 

0.9% 

$22.73 

<  $800 

275 

96.5% 

$5,938.03 

4.1% 

$78.13 

>  $800 

10 

3.5% 

$138,026.18 

95.9% 

$13,802.62 

Totals 

285 

100.0%  $ 

$143,964.21 

100.0% 

i 


Further,  dod  contends  that  additional  sampling  would  be  in  order  before 
taking  management  action. 

We  agree  that  the  initial  records  accuracy  rate  and  the  total  imbalances 
rate  should  not  be  used  as  the  sole  basis  for  management  actions,  and  we 
have  revised  the  report  to  clarify  this  point.  These  measures  are  initial 
indications  of  records  accuracy  problems  and  should  be  used  in  conjunc¬ 
tion  with  other  inventory  accuracy  measures,  such  as  location  surveys 
and  reconciliations,  to  determine  the  extent  of  analysis  that  needs  to  be 
done.  We  have  consistently  maintained  that  inventory  managers  should 
first  look  at  the  total  turbulence  in  the  inventory  records,  and  we  have 
defined  this  to  include  all  record  errors  when  computing  initial  records 
accuracy  rates  and  all  gross  adjustments  (adjustments  not  offset  by 
reversals)  when  computing  monetary  adjustment  rates. 

Although  mo  has  criticized  us  in  this  and  past  reports  for  using  these 
measures,  it  plans  to  adopt  them  as  paid  of  the  reporting  requirement 
for  the  Inventory  Control  Effectiveness  (ice)  Report,  which  is  prepared 
quarterly  and  annually  and  contains  data  on  the  military  services’  and 
the  Defense  Logistics  Agency’s  inventories.  In  its  August  31.  1989, 
change  to  chapter  7  of  the  mii.strap  manual,  non  requires  inventory 
activities  to  report  ( 1 )  the  percentage  of  items  inventoried  that  had  an 
inventory  variance  (inventory  variance  rate)  and  (2)  the  total  record 
imbalances  (total  adjustments  plus  total  reversals)  as  a  percentage  of 
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the  average  value  of  inventory  and  the  value  of  items  inventoried.  These 
rates  will  become  pan  of  the  ice  report. 

dod  is  correct  that  the  data  in  table  2.1  of  the  draft  report  did  not  accu¬ 
rately  depict  the  record  adjustment  and  the  monetary  adjustment  rates 
as  defined  by  Don.  We  now  more  accurately  identify  the  measures  we 
discuss  in  the  report  and  the  data  we  present  in  the  table.  The  computa¬ 
tional  errors  that  dod  refers  to  in  its  comments  were  limited  to  three 
locations  and  have  been  corrected  in  the  revised  table.  The  rates  we 
computed  and  have  now  more  accurately  identified  are  not  the  same  as 
those  used  by  the  Navy  and,  therefore,  dod's  comments  on  our  compari¬ 
son  of  the  record  adjustment  and  the  monetary  adjustment  rates  in  the 
draft  report  with  Navy  inventory  accuracy  goals  are  appropriate. 

In  disagreeing  with  our  finding  that  a  large  portion  of  the  inventory 
records  were  wrong,  dod  contends  that  our  statement  lacked  perspective 
and  was  therefore  misleading,  dod  pointed  out  that  its  table  showed  that 
96.5  percent  of  the  records  either  were  correct  or  contained  only  minor 
variances  and  that  only  10  of  the  records  had  major  variances.  We 
believe  dod's  analysis  corroborates  our  finding.  Its  table  shows  that  30.2 
percent  of  the  combined  inventory  records  for  Norfolk  and  Oceana  were 
wrong.  Comparing  this  rate  to  our  sample  results  for  Norfolk  and  Oce¬ 
ana — 38  and  21  percent,  respectively — and  the  range  of  error  rates  (100 
percent  less  the  initial  records  accuracy  rate)  in  table  2.2,  which  for 
1988  run  as  high  as  48.8  percent  ,  initially  indicates  that  the  air  stations' 
inventory  records  are  inaccurate.  Additionally,  the  total  record  imbal¬ 
ances  rates  in  table  2.2,  which  for  1988  run  as  high  as  24.8  percent, 
initially  indicate  that  there  are  problems  in  the  air  stations'  records. 

We  recognize,  as  dod  points  out  in  its  comments,  that  a  small  number  of 
the  erroneous  records  in  our  sample  accounted  for  a  lar*m  portion  of  the 
dollar  discrepancies  we  found.  We  computed  the  initial  records  accuracy 
rate  and  the  total  imbalances  rate  because  they  would  quickly  provide 
information  on  the  total  turbulence  in  the  records.  We  did  not  stratify 
our  sample  by  unit  cost  or  item  characteristic,  as  the  Navy  does,  because 
it  would  have  required  a  more  complex  sample  design  and  extended  the 
audit.  We  developed  a  sample  design  that  would  provide  a  snapshot  of 
total  record  imbalances  at  a  point  in  time.  The  fact  that  1 2  percent  of 
the  erroneous  records  accounted  for  96  percent  of  the  dollar  discrepan¬ 
cies  is  not  inconsistent  with  the  fact  that  usually  a  small  number  of 
inventory  items  (high  dollar  unit  cost)  account  for  most  of  the  inven¬ 
tory's  dollar  value.  Further,  our  methodology  is  not  inconsistent  with 
what  dod  intends  to  use  and,  as  we  pointed  out  in  the  report,  it  does 
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provide  a  basis  upon  which  top  can  determine  if  more  detailed  analysis 
is  required. 
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Internal  controls  are  an  essential  clement  to  ensure  effective  inventory 
record  accuracy.  They  assist  in  identifying  those  human,  procedural,  or 
system  errors  that  adversely  affect  inventory  record  accuracy.  We 
found  problems  with  inventory  management  internal  controls  at  the 
activities  we  visited.  Specifically,  we  found  that 

•  research  to  identify  and  correct  inventory  record  errors  was  not  com¬ 
pleted  within  established  time  frames. 

•  quality  control  programs  for  physical  imentory  functions  were  not  fully 
implemented,  and 

•  command  oversight  of  air  station  inventory  management  could  be 
improved. 

Without  effective  internal  controls,  air  station  management  can  be  una¬ 
ware  of  inaccuracies  in  the  inventory  records  and  the  problems  causing 
these  inaccuracies.  Also,  internal  controls  inhibit  the  occurrence  of 
waste,  fraud,  and  abuse.  The  internal  control  problems  we  found  demon¬ 
strate  that  inventory  management  should  continue  to  receive  special 
emphasis  in  future  Financial  Integrity  Act  assessments. 


Navy  inventory  guidance  states  that  two  types  of  research  to  correct 
inventory  record  errors  should  take  place — preadjustment  and  causa¬ 
tive.  Preadjustment  research  is  done  in  an  effort  to  avoid  having  to 
make  an  inventory  adjustment,  such  as  when  the  difference  between  a 
physical  inventory  count  and  inventory  record  is  due  to  routine  receipts 
and  issues  in  process.  Causative  research  is  done  after  inventory  records 
have  been  adjusted  in  order  to  preclude  the  recurrence  of  inventory  rec¬ 
ord  errors. 

We  found  that  error  research  was  not  always  done  within  established 
time  frames  at  the  air  stations  visited.  Preadjustment  research  is  to  be 
completed  within  15  days  from  the  date  of  an  unscheduled  inventory 
and  within  30  days  from  the  date  of  a  scheduled  inventory.  Causative 
research  is  to  be  completed  within  45  days  after  an  inventory  record  has 
been  adjusted.  These  times  are  set  in  an  effort  to  increase  the  likelihood 
of  determining  why  an  inventory  record  error  occurred,  non  recognizes 
that,  by  its  nature,  causative  research  is  a  difficult  and  labor  intensive 
task  that  becomes  more  difficult  and  less  productive  with  the  passage  of 
time. 


Error  Research  Is  Not 
Completed  Within 
Established  Time 
Frames 


Our  analysis  of  a  total  of  50  research  cases  involving  both  proadjust- 
ment  and  causative  research  at  the  Norfolk.  North  Island,  and  Oceana 
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air  stations  showed  that  Norfolk  and  North  Island  were  generally  com¬ 
pleting  their  preadjustment  research  within  the  prescribed  times  while 
Oceana  was  not  meeting  the  preadjustment  research  deadlines.  Our  sam¬ 
ple  of  18  cases  at  Oceana  revealed  that  preadjustment  research 
exceeded  the  allowed  time  frames  in  12  cases  and  ranged  up  to  240 
days. 

Oceana  officials  said  preadjustment  research  delays  were  partly  due  to 
the  lack  of  an  automated  inventory  reconciliation  program  that  exists  at 
other  air  stations.  The  air  stations  that  are  equipped  with  this  program, 
such  as  Norfolk  and  North  Island,  generally  cannot  delay  their 
preadjustment  research  because  the  program  automatically  reconciles 
stock  counts  and  inventory  record  balances  for  inventory  transactions 
that  occur  between  the  scheduled  date  of  an  inventory  and  the  count 
date.  At  Oceana,  such  differences  have  to  be  manually  researched  based 
on  available  research  time  and  value  of  potential  inventory  adjustments. 

We  found  that  North  Island  completed  causative  research  within  the  45- 
day  standard  and  that  research  averaged  15  days.  Norfolk  and  Oceana 
generally  were  not  completing  causative  research  within  the  prescribed 
45-day  time  frame.  At  Norfolk,  1 1  of  the  16  research  cases  reviewed 
exceeded  the  deadline.  Research  times  averaged  over  67  days  with  nine 
cases  being  completed  in  less  than  90  days  and  two  in  more.  At  Oceana, 
research  times  exceeded  the  deadline  for  1 1  of  the  18  research  cases 
reviewed.  Oceana’s  research  times  averaged  over  127  days  and  ranged 
from  5  to  272  days.  In  commenting  on  our  draft  report,  dod  stated  that  a 
wall-to-wall  inventory  of  over  10,000  items  had  precluded  Oceana  from 
meeting  the  45-day  target  date.  However,  we  noted  thai  the  w'all-to-wall 
inventory  was  completed  over  one  year  before  our  field  work  began  and 
that  15  of  the  18  research  cases  had  been  inventoried  subsequent  to  the 
time  frame  of  the  wall-to-wall  inventory. 

According  to  air  station  officials,  causative  research  is  done  beyond  the 
allowed  time  frame  because  the  original  inventory  adjustment  can  be 
reversed  when  research  finds  a  reason  for  an  inventory  record  error; 
therefore,  the  monetary  adjustment  rate  can  be  improved  because  gross 
adjustments  are  reduced  by  reversals.  From  the  air  stations’  point  of 
view,  this  may  be  a  good  way  to  make  inventory  record  accuracy  look 
better,  but,  as  stated  in  dod  physical  inventory  guidance,  extending  the 
time  frame  unnecessarily  compounds  the  scope  of  the  research  effort 
and  decreases  the  likelihood  of  finding  the  causes  of  the  errors.  New 
supply  transactions  occur  each  day,  thus  increasing  the  volume  of  trans¬ 
actions  that  must  be  lesearched. 
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Quality  Control 
Program  Is  Not  Fully 
Implemented 


To  help  ensure  the  integrity  of  the  physical  inventory  program,  Navy 
guidance  (  navsi'pinst  4440.184)  requires  air  stations  to  implement  a 
quality  control  program.  This  program  should  verify  that  key  inventory 
functions  are  performed  properly  and  identify  trends  and  problems  in 
achieving  better  control  over  stocks.  The  key  inventory  functions 
required  by  the  Navy  are 

•  location  surveys,  which  are  inspections  of  storage  locations  to  verify  the 
accuracy  of  recorded  stock  locations; 

•  inventory  counts,  which  are  physical  counts  of  materials  on  hand  to  ver¬ 
ify  the  accuracy  of  recorded  stock  quantities, 

•  record  adjustments,  which  are  bookkeeping  entries  made  to  bring  the 
inventory  records  in  balance  with  the  physical  counts;  and 

•  causative  research,  which  is  the  review  of  inventory  record  transactions 
in  order  to  identify  and  help  to  prevent  the  recurrence  of  inventory  rec¬ 
ord  errors. 

As  part  of  the  quality  control  program,  Navy  guidance  requires  that  an 
air  station  establish  or  designate  an  organizational  element  independent 
from  physical  inventory  operations  to  perform  program  oversight  and  to 
validate  that  the  physical  inventory  functions  are  performed  properly. 
We  found  that  quality  control  programs  at  the  air  stations  we  visited 
were  not  fully  implemented. 

The  Norfolk  air  station  did  not  have  a  quality  control  group  to  perform 
required  independent  validations.  Supply  department  personnel  made 
checks  of  location  surveys  and  causative  research  investigations  as  a 
collateral  duty.  However,  the  causative  research  checks  were  limited  to 
determining  if  all  required  documents  were  included  in  research  files 
and  were  organized  properly.  They  did  not  determine  if  the  causes  for 
the  errors  had  been  corrected. 

Oceana  established  a  quality  control  program  in  February  1988.  but  ini¬ 
tially  quality  control  checks  were  only  performed  by  personnel  directly 
responsible  for  the  physical  inventory  functions.  Subsequently,  Oceana 
established  an  independent  quality  control  group,  but  we  found  that  its 
review  was  not  being  conducted  as  prescribed.  The  checks  of  location 
surveys  and  physical  inventory  counts  only  consisted  of  separate  sam¬ 
ples  and  did  not  validate  the  accuracy  of  work  performed  under  the 
physical  inventory  program. 
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Also,  the  checks  of  inventory  adjustments  and  causative  research  inves¬ 
tigations  did  not  independently  validate  these  functions  hut  merely  con¬ 
sisted  of  cursory  checks  on  the  contents  and  organization  of  each 
research  file.  At  the  completion  of  our  field  work.  Oceana  was  drafting  a 
new  instruction  intended  to  correct  these  problems  and  properly  imple¬ 
ment  the  four  quality  control  checks  in  the  prescribed  manner. 

North  Island  was  performing  quality  control  checks  of  location  surveys, 
inventory  counts,  record  adjustments,  and  causative  research  but  not 
independently.  The  first  line  supervisor  of  the  inventory  section  was 
performing  the  quality  control  checks.  According  to  North  Island  offi¬ 
cials,  these  checks  were  previously  performed  by  quality  assurance  per¬ 
sonnel  who  were  independent  of  the  sections  checked.  The  officials  said 
that  the  previous  method  was  more  appropriate  not  only  because  of  the 
perceived  lack  of  objectivity  resulting  from  a  supervisor  performing 
quality  control  checks  on  his  own  functional  area  of  responsibility  hut 
also  because  the  supervisor  cannot  properly  perform  lus  regular  duties 
due  to  the  time  spent  on  quality  control  checks. 

North  Island  officials  said  they  assigned  the  responsibility  for  these 
checks  to  the  first  line  supervisor  because  of  a  change  in  Navy  quality 
control  guidance.  Naval  Supply  Systems  Command  officials  said  that 
North  Island  misinterpreted  t he  change  and  that  independent  quality 
control  checks  still  were  required.  The  change  requires  that  first  line 
supervisors  make  quality  control  checks  in  addition  to  checks  to  be  per¬ 
formed  by  an  independent  quality  control  group. 


Air  stations'  commands  are  responsible  for  monitoring  air  station  inven¬ 
tory  record  accuracy  and  for  taking  corrective  action  to  improve  inven¬ 
tory  management.  For  example,  comnavairiant  has  inventory  oversight 
responsibility  for  Atlantic  Fleet  air  stations  while  comnavaikpac  oversees 
inventory  management  of  Pacific  Fleet  air  stations.  We  found  that  com¬ 
mand  oversight  could  be  improved. 

In  addition  to  monitoring  other  operational  aspects  of  the  air  stations' 
operations,  fleet  commands  monitor  some  of  the  key  management 
indicators  of  inventory  record  accuracy,  comnavairlant  officials  said 
they  limited  their  monitoring  of  records  accuracy  to  reviews  of  air  sta¬ 
tions'  quarterly  inventory  reports,  especially  the  record  adjustment  and 
the  monetary  adjustment  rates.  These  monitoring  efforts,  however,  are 
not  documented,  and  trend  analyses  of  reported  inventory  adjustment 
rates  are  not  performed.  We  found  very  little  correspondence  or  other 
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evidence  showing  ; hat  any  quest ions  had  bee,",  raised  eoneeniing  air  sta¬ 
tion  inventory  management  such  as  questioning  situat  ions  where  t  here 
were  wide  flint  tint  ions  \n  quarterly  adjustment  rates. 

(  <>M\ \\ AlKi'.v  s  inventory  >•»-»  ord  a<  <  uraey  monitoring  was  limited  to 
reviewing  reported  mom  tarv  adjustment  rates  heeattse  officials  iielieved 
the  monel  arv  adjustment  rate  was  the  most  realist ie  inventorv  accuracy 
indieator  for  t  he  air  st  an  oils  The  results  of  t  heir  monitoring  \\  ere  well 
doeuinent  ed  and  included  rei  ords  of  dismission  with  air  st  at  ion  |  iersi  ni¬ 
ne1  and  eomputet  based  trend  analyses.  However  we  found  no  evidence 
t  hat  nor  reel  iv  e  m  t  tons  u .  :  i  directed  or  taken  when  the  indicators 
showed  that  improvements  were  needed 

As  a  pritnarv  ov  ersight  pru'-tn  e,  fleet  commands  periodically  test  air 
station  inventorv  rei  ord  an  imus  during  i heir  supply  management 
inspections.  According  to  command  officials.  Atlantic  Fleet  air  stations 
are  inspected  every  2  4  iiiaiit  lis  and  Pacific  Fleet  air  st  at  i<  ms  are 
inspected  everv  I X  mm  it  hs  These  inspect  ions  generally  consist  of  cheek¬ 
ing  invent  ory  count  >  to  st  i »  k  record  quant  it  ies  for  a  small  group  o  t 
items.  T!te  most  recent  itispni  musal  Norfolk  and  Oeeaitit  si  to  wed  t  hat 
2d  and  lb  j lercent  respect  iv  el y.  of  the  reeoi  ds  vvi tc  inaccurate. 

The  comma  nds  I  tad  not  initiated  correct  iv  e  act  ion  as  a  result  of  the  caus¬ 
ative  research  informal ion  prov  tiled  t hem.  The  Naval  Supply  Systems 
(  ommand  has  est  ahlished  d  I  st  am  lari  I  codes  for  classifying  and  report¬ 
ing  causes  of  inventorv  record  errors  to  help  correct  inv  entory  prob¬ 
lems.  ( )ur  test  s  show  ed  that  t  he  air  st  at  ions  could  not  ident  ify  t  he  causes 
of  most  inventory  errors  in  cases  when  i  he  causes  were  identified,  the 
air  stations  grouped  most  of  the  errors  into  a  few  error  classification 
codes  when  report  ie.g  to  t lie  higher  commands.  For  example,  we  found 
that  causes  of  errors  t  hat  were  nlent  died  for  id  of  the  Hi  eases  reviewed 
at  North  Island  were  reported  by  t  he  air  stat  ion  under  a  single  standard 
category — "inventorv  control,  document  not  posted  incomplete"  (code 
1  >. 

This  report  mg  may  he  in  am  in  la  nee  with  the  -  lassi  fieat  ion  system  since 
iHiji's  comments  on  our  draft  report  stale  t  hat  t  he  codes  provide  a  suffi¬ 
ciently  specific  range  of  error  dassifii  it  ions.  However,  our  examination 
revealed  that,  under  categorv  code  ] .  seven  different  t ypes  i if  inventory 
record  errors  w  ere  mt  uaily  ident  i  fil'd  by  air  st  at  ion  officials,  as  shown 
in  table  d.  1 
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Table  3.1:  North  Island  Error  Causes 
Reported  as  "Inventory  Control. 
Document  Not  Posted/Incomplete'' 


Financial  integrity  Act 
Assessments  Are 
Needed 


Identified  causes 

Cases 

i  s !>.-'>  number 

4 

■'  {  'Uf.A 

pL'btOCl 

2 

2 

■  ■*  |.  ’  A‘ 

OK} 

•a  ao  a 

2 

1 

•  .  u-:_:  1 

,:h  f-  VA  J  . 

■<y  issue 

i 

i  )ur  tiisciissions  \v  it h  air  station  officials  about  34  additional  research 
cases  at  Norfolk  and  Oceana  indicated  that  these  air  stations  also  were 
combining  the  causes  of  inventory  record  errors  into  a  few  error  classi fi¬ 
nal  ion  codes. 


The  codes  and  related  statistical  data  are  reported  quarterly  to  an  air 
station's  higher  command.  These  results  are  intended  to  identify  prob¬ 
lem  areas  so  t  hat  corrective  action  can  be  taken.  In  our  discussions  with 
command  officials,  they  were  unable  to  provide  any  examples  where 
specific  corrective  action  was  taken  based  on  the  reported  error  classifi¬ 
cation  codes.  According  to  fleet  command  officials,  after  the  causes  of 
problems  an*  coded,  the  problems  are  aggregated  into  codes  that  are  too 
general  to  provide  insight  into  the  actual  causes  of  inventory  record 
adjustments.  In  commenting  on  our  draft,  report,  pop  stated  that  the 
Navy  was  developing  a  competency  based  certification  training  module 
to  specifically  address  error  c  lassification  code  selection  and  analysis. 


The  Federal  Manager's  Financial  Integrity  Act  of  1982  requires  agency 
heads  to  assess  their  internal  controls  annually  and  to  report  their  find¬ 
ings  to  the  President  and  the  Congress.  The  Navy  provides  its  assess¬ 
ments  to  pop  for  inclusion  in  the  Secretary  of  Defense's  report  to  the 
(  '<  engross 

We  reviewed  the  Navy's  fiscal  years  1980  and  1987  assessments  of 
internal  controls  to  determine  if  the  Navy  had  identified  significant 
weaknesses  in  inventory  management  by  shore-based  aviation  activities. 
\s  ,i  refill!  of  the  fiscal  year  1980  assessment,  the  Navy  reported  that 
problems  m  inventory  record  accuracy  had  been  identified  as  a  material 
weakness  at  a  number  of  act  ivit  ics.  To  correct  this  situation,  the  Navy 
planned  in  reemphasize,  to  commands  and  activities,  the  importance  of 
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accurate  inventory  records  and  t lit*  need  to  comply  with  existing 
regulations. 

In  the  fiscal  year  1987  assessment,  the  Navy  reported  that  corrective 
action  to  reemphasize  the  importance  of  accurate  inventory  records  had 
been  completed  on  May  3(1.  1987:  however,  a  final  milestone  concerning 
war  reserve  stocks  was  scheduled  for  completion  in  December  1990.  The 
internal  control  problems  we  found  dealing  with  the  accuracy  of  inven¬ 
tory  records  demonstrate  that  inventory  management  should  continue 
to  receive  special  emphasis  in  future  Financial  Integrity  Act 
assessments. 


Conclusions 


In  view  of  the  inventory  management  problems  identified  in  this  report, 
we  believe  that  it  may  be  premature  for  tiie  Navy  to  report  the  correc¬ 
tive  actions  as  complete  and  that  inventory  management  should  be  des¬ 
ignated  as  an  issue  that  will  receive  special  emphasis  in  future  Financial 
Integrity  Act  assessments. 

Inventory  management  internal  controls  are  an  essential  element  for 
ensuring  inventory  record  accuracy  because  they  assist  in  identifying 
those  human,  procedural,  or  system  errors  that  adversely  affect  inven¬ 
tory  record  accuracy.  In  this  regard,  the  Navy  has  established  inventory 
management  internal  controls  such  as  a  research  system  for  identifying 
and  helping  to  correct  inventory  record  errors,  a  quality  control  pro¬ 
gram  for  appraising  physical  inventory  functions,  and  an  organizational 
structure  to  oversee  air  station  inventory  management.  Currently,  these 
internal  controls  have  not  been  adequately  implemented. 

We  found  that  (1)  research  of  inventory  record  errors  often  was  not 
done  within  established  time  frames,  (2)  quality  control  programs  for 
physical  inventory  functions  were  not  fully  implemented  by  some  air 
stations,  and  (3)  command  oversight  of  inventory  management  generally 
had  not  resulted  in  corrective  action  to  improve  air  station  inventory 
management  problems. 


Recommendations 


We  recommend  that  the  Secretary  of  the  Navy  direct  the  Commander. 
Naval  Supply  Systems  Command,  to  improve  internal  controls  over  air 
station  inventories.  Specifically,  we  recommend  that  the  Commander 

review  t he  research  program  and  develop  approaches  to  assist  activities 
in  completing  effective  causative  research  within  the  specified  times  in 
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order  to  increase  the  likelihood  of  identifying  and  correcting  inventory' 
problems; 

•  direct  air  stations  to  fully  implement  the  required  independent  quality 
control  program  for  appraising  physical  inventory  functions: 

«  direct  air  stations'  commands  to  properly  document  their  oversight  of 
air  station  inventory  management  practices  and  their  corrective  actions 
for  improving  inventory  record  accuracy;  and 

•  ensure  that  the  Navy’s  training  module  addressing  error  classification 
code  selection  and  analysis  is  fully  implemented  at  all  field  activities 
and  their  higher  commands. 

To  provide  an  additional  focus  on  this  area,  we  further  recommend  that 
the  Secretary  of  the  Navy  designate  inventory  management  improve¬ 
ment  as  an  issue  that,  will  receive  special  emphasis  in  Financial  Integrity 
Act  assessments.  This  should  be  one  of  the  areas  targeted  for  an  overall 
evaluation  by  the  Navy. 


dod  partially  concurred  in  our  findings  and  recommendations  regarding 
internal  controls  over  air  station  inventories  and  suggested  language  to 
restate  our  recommendations  and,  therefore,  obtain  full  concurrence. 
dod  also  proposed  various  clarifications  for  the  report.  When  appropri¬ 
ate,  we  incorporated  the  proposed  changes. 

dod  disagreed  that  air  station  research  was  not  timely  and  that  the  rea¬ 
son  it  was  prolonged  was  to  reduce  monetary  adjustment  rates,  rx  id 
stated  that  the  second  statement  was  incorrect  and  misleading  but 
offered  no  explanation  why  this  was  so.  We  clarified  the  report  to  show 
that,  in  fact,  air  station  officials  believe  this  to  be  their  incentive  for 
finding  causes  for  errors.  According  to  dod,  the  first  statement  implied  a 
systemic  internal  control  problem.  We  clarified  the  report  to  show  that 
the  problems  we  found  were  limited  to  the  activities  visited.  However, 
we  still  believe  that  research  needs  to  be  completed  within  established 
time  frames,  dod  recognizes  this  in  the  mu. strap  manual  in  stating  that 
preadjustment  research  must  be  done  within  30  days  and  causative 
research  must  be  done  within  45  days.  This  allows  up  to  75  days  to 
research  those  errors.  At  Norfolk  and  Oceana,  causative  research  alone 
was  averaging  67  and  127  days,  respectively.  We  have  revised  our  rec¬ 
ommendation  to  reflect  Don’s  concerns. 

non  agreed  that  the  quality  control  programs  were  not  fully  imple¬ 
mented  at  Norfolk,  Oceana,  and  North  Island;  however,  it  did  not  agree 
with  our  recommendation  as  stated,  ixid  disagreed  with  the  implication 
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that  the  quality  control  program  is  the  only  method  for  attaining 
inventory  accuracy  objectives.  We  have  modified  the  report  and  our  rec¬ 
ommendation  to  address  dod’s  objection.  According  to  dod,  the  Navy  will 
ensui  a  that  air  stations  fully  implement  the  required  program. 

dod  agrees  that  the  fleet  commands  can  improve  (1)  in  documenting 
trend  analysis  of  key  inventory  management  indicators  and  (2 )  in  for¬ 
malizing  results  of  inventory  accuracy  initiatives,  dod  does  not  agree 
that  command  monitoring  is  limited  or  that  the  system  for  classifying 
the  causes  of  inventory  errors  found  in  research  lacks  precision,  dod 
stated  that  our  examples  of  classification  problems  indicated  a  possible 
execution  problem  at  the  local  air  stations.  Regarding  command  monitor¬ 
ing,  dod  pointed  out  that  command  officials  monitor  other  operational 
readiness  aspects  of  the  air  stations’  operations  besides  inventory  accu¬ 
racy.  We  have  revised  the  report  and  our  recommendation  to  more 
clearly  delineate  that  the  limited  monitoring  we  discuss  refers  only  to 
reviews  of  records  accuracy  and  to  acknowledge  the  training  program 
the  Navy  is  developing  to  train  personnel  on  the  selection  and  analysis 
of  error  codes.  According  to  dod,  the  Navy  will  conduct  workshops  to 
address  these  and  other  physical  inventory  program  requirements  for 
all  field  activities  and  type  commanders,  e.g.,  comnavairpac  and 

COM  AYAI  PLANT. 

dod  concurred  in  our  recommendation  to  emphasize  inventory  manage¬ 
ment  in  Financial  Integrity  Act  assessments  and  stated  that  dod  policy 
specifically  mandates  review  of  physical  inventory  controls  as  part  of 
the  requirements  implementing  this  act. 
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Management  indicators  of  inventory  accuracy  are  essential  because  they 
provide  higher  commands  an  indication  of  those  supply  areas  requiring 
additional  attention.  According  to  the  fleet  commands,  key  management 
indicators  for  assessing  aviation  inventory  record  accuracy  are  the  rec¬ 
ord  adjustment  and  the  monetary  adjustment  rates  Although  these 
indicators  give  a  general,  overall  view  of  inventory  accuracy,  they  do 
not  give  a  complete  picture  of  total  records  inaccuracy  because 

•  inventory  errors  of  $800  or  less  are  excluded  in  computing  the  record 
adjustment  rate  and 

•  reversals  of  prior  period  inventory  adjustments  are  deducted  from  cur¬ 
rent  adjustments  when  the  monetary  adjustment  rate  is  calculated. 

The  Navy  is  attempting  to  improve  the  accuracy  of  inventory  statistics. 
It  has  developed  a  statistical  sampling  and  analysis  computer  software 
program  for  stock  points  having  a  specified  automated  supply  system. 
However,  statistical  sampling  programs  have  not  been  developed  for 
other  stock  points. 


Low- Value  Errors  Are 
Excluded  From 
Accuracy  Rates 


Navy  procedures  require  air  stations  to  exclude  inventory  record  adjust¬ 
ments  valued  at  $800  or  less  when  calculating  the  record  adjustment 
rate.  The  effect  of  limiting  the  numerous  errors  to  only  those  that  are  in 
excess  of  a  specified  dollar  value  is  to  understate  the  record  inaccura¬ 
cies,  as  shown  in  table  4. 1 . 


Table  4.1:  Effect  of  Eliminating  Low-Value  Errors  in  Computing  the  Record  Accuracy  Rates 


Fiscal  year  1988 


Air  station 

Items 

inventoried 

Adjustments 
over  $800 

Total 

adjustments 

Reported  rate 
(percent) 

Recomputed 
rate  (percent) 

Norfolk 

12.700 

1,300 

6,200 

102 

488 

North  Island 

17.300 

2.200 

6,500 

127 

376 

Oceana 

35.900 

900 

13,800 

2.5 

384 

Total 

65,900 

4,400 

26,500 

6.7 

40.2 

Table  4.1  shows  that  the  Norfolk,  North  Island,  and  Oceana  air  stations 
had  26,500  inventory  record  errors  in  fiscal  year  1988.  These  air  sta¬ 
tions,  however,  were  allowed  to  eliminate  22,100  errors,  which  is  83  per¬ 
cent  of  their  errors,  because  they  were  considered  minor  variances.  As  a 
result,  the  combined  records  error  rate  was  6.7  percent  rather  than  the 
40.2  percent  that  actually  existed. 
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Prior  Adjustment 
Reversals  Distort 
Current  Accuracy 
Rates 


If  an  inventory  record  is  out  of  balance  with  the  warehouse  quantity 
determined  by  a  physical  count,  an  error  exists  regardless  of  the  dollar 
value  of  the  inventory  adjustment.  Evaluation  of  data  showing  all 
errors,  as  well  as  those  in  excess  of  $800,  would  be  helpful  in  monitoring 
an  air  station's  physical  inventory  program.  Without  these  evaluations, 
higher  commands  do  not  have  a  complete  picture  of  inventory  record 
inaccuracies  or  the  need  for  further  analysis  and  corrective  action. 


Navy  procedures  require  air  stations  to  deduct  reversals  of  prior  period 
adjustments  when  calculating  monetary  adjustment  rates.  These  rever¬ 
sals  occur  when  research  of  supply  records  identifies  transactions  that 
cause  prior  adjustments  to  be  in  error.  Reversals  can  be  made  for  erro¬ 
neous  transactions  up  to  1  year  earlier  but  not  earlier  than  the  date  the 
item  was  last  inventoried.  This  procedure  understates  the  monetary 
adjustment  rate  for  the  current  period. 

Table  2.1  on  page  13  shows  that  the  Norfolk,  North  Island,  and  Oceana 
air  stations  inventoried  materials  valued  at  $530.4  million  in  fiscal  year 
1988,  resulting  in  inventory  adjustments  of  $76.5  million.  Through 
research  of  supply  records,  the  air  stations  were  able  to  identify  prior 
erroneous  adjustments  totaling  $63.2  million,  thereby  reducing  the  mon¬ 
etary  adjustment  rate  from  14.4  percent  to  2.5  percent. 

In  some  instances,  the  inventory  adjustment  reversals  for  a  report 
period  exceeded  the  current  inventory  adjustments.  As  a  result,  the 
reported  monetary  adjustment  rate  showed  an  air  station  to  be  better 
than  perfect.  During  fiscal  years  1987  and  1988,  7  of  13  air  stations 
reported  better  than  perfect  monetary  adjustment  rates  for  at  least  one 
category  of  material. 

For  example,  Norfolk  inventoried  $425,000  of  prepackaged  aviation 
materials  in  the  fourth  quarter  of  fiscal  year  1987,  resulting  in  $58,000 
of  inventory  adjustments.  During  that  quarter,  Norfolk’s  research  of 
current  and  prior  period  inventory  adjustments  identified  erroneous 
transactions  valued  at  $(318,000.  These  were  corrected  and  inventory 
adjustment  reversals  were  processed.  In  calculating  the  monetary 
adjustment  rate,  Norfolk  used  a  negative  $560,000  as  the  value  of  inven¬ 
tory  adjustments  rather  than  $58,000.  This  resulted  in  a  monetary 
adjustment  rate  of  a  negative  132  percent,  compared  to  an  actual  rate  of 
1 4  percent. 
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Because  air  stations  use  prior  inventory  adjustment  reversals  to  offset 
current  inventory  adjustments,  the  value  of  reported  adjustments  does 
not  portray  the  extent  to  which  the  inventory  records  were  in  error  at 
the  time  of  the  inventory  or  the  need  for  further  analysis. 


Statistical 
Needed  at 
Activities 


Sampling  Is 
All 


The  Naval  Supply  Systems  Command  is  attempting  to  improve  the  accu¬ 
racy  of  inventory  statistics.  It  has  developed  a  Statistical  Accuracy 
Techniques  and  Measurements  Analysis  (statman)  software  program, 
which  is  a  statistical  sampling  and  analysis  tool  that  can  provide  inven¬ 
tory  statistics  for  Navy  stock  points  having  a  specified  automated  sup¬ 
ply  system.  According  to  the  Naval  Supply  Systems  Command,  this 
program  should  establish  an  inventory  accuracy  baseline  because  it  ran¬ 
domly  selects  items  for  inventory,  which  results  in  an  unbiased  and  sta¬ 
tistically  correct  accuracy  assessment. 


We  could  not  determine  the  effectiveness  of  this  program  because  the 
Navy  was  in  the  process  of  implementing  the  program  for  the  air  sta¬ 
tions.  According  to  fleet  commands,  those  air  stations  having  the 
required  computer  system  for  operating  this  software,  such  as  North 
Island  and  Norfolk,  were  implementing  this  program  in  fiscal  year  1989. 
Air  stations  without  the  required  computer  system,  such  as  Oceana, 
have  not  been  required  to  statistically  select  items  for  inventory.  No  sta¬ 
tistical  sampling  program  has  been  developed  for  their  computer 
systems. 


Conclusions 


Management  indicators  of  inventory  accuracy  are  essential  because  they 
point  out  potential  supply  problem  areas.  For  air  stations,  key  manage¬ 
ment  indicators  of  record  accuracy  are  the  record  adjustment  and  the 
monetary  adjustment  rates.  These  indicators  give  higher  management  a 
general,  overall  view  of  inventory  accuracy  but  do  not  provide  enough 
detailed  information  on  total  record  inaccuracies. 

While  we  recognize  the  desire  of  the  higher  commands  to  not  focus 
attention  on  minor  matters,  we  believe  that  they  need  to  go  beyond  the 
overall  indicators  and  also  evaluate  supplemental  information  on  inven¬ 
tory  accuracy.  In  this  way,  the  commands  will  have  a  more  complete 
picture  of  inventory  record  problems  and  can  initiate  corrective  action. 
For  example,  reviewing  inventory  accuracy  rates  before  inventory 
adjustments  valued  at  $800  or  less  are  eliminated  and  reversals  of  prior 
period  adjustments  are  deducted  would  give  the  commands  an  overview 
of  the  magnitude  of  the  actual,  total  inventory  errors. 
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The  Navy’s  implementation  of  a  statistical  sampling  approach  at  certain 
air  stations  should  provide  a  better  perspective  of  inventory  accuracy. 
Other  air  stations  have  not  developed  statistical  sampling  procedures. 

Recommendations 

We  recommend  that  the  Secretary  of  the  Navy  direct  the  Commander, 
Naval  Supply  Systems  Command,  to  evaluate  plans  to  implement  statis¬ 
tical  sampling  programs  at  all  Navy  supply  activities  and  determine  if 
they  can  be  expedited  or  if  alternative  programs  can  be  used  in  the 
interim. 

Agency  Comments  and 
Our  Evaluation 


dod  agreed  that  statistical  sampling  is  needed  to  provide  an  unbiased 
assessment  of  overall  line  item  accuracy  and  suggested  language  to 
restate  our  recommendation  to  reflect  Navy  action  to  provide  statistical 
sampling  capability  Navy-wide.  We  have  adopted  the  suggested 
modification. 


In  our  draft  report,  we  recommended  that  the  Secretary  of  the  Navy 
direct  the  Commander.  Naval  Supply  Systems  Command,  to  provide 
additional  measures  for  evaluating  the  effectiveness  of  each  air  station’s 
physical  inventory  program.  Specifically,  we  recommended  that  the 
Commander  require  that  higher  commands  evaluate  (I)  separate  inven¬ 
tory  accuracy  rates  for  scheduled  and  unscheduled  inventories  and  (2) 
inventory  accuracy  rates  that  reflect  all  inventory  adjustments  before 
deductions  are  made  for  low-value  errors  and  reversals  of  prior  period 
adjustments,  dod  disagreed  with  these  recommendations.  On  the  basis  of 
dod’s  response  and  additional  information  regarding  the  second  recom¬ 
mendation,  we  deleted  these  recommendations  from  our  final  report. 

Much  of  Don’s  objections  to  our  recommendations  regarding  additional 
accuracy  measures  are  similar  to  those  presented  in  chapter  2.  tod's 
overriding  concern  throughout  its  response  to  our  report  is  that  we  have 
developed  our  own  measures  of  inventory  record  accuracy  that  lack 
proper  perspective  and,  therefore,  are  misleading.  Further,  tod  does  not 
believe  that  separately  reporting  records  accuracy  data  for  scheduled 
and  unscheduled  inventories  would  give  additional  insight  into  the  over¬ 
all  accuracy  of  the  inventory;  the  best  approach  to  gaining  insight  is  sta¬ 
tistical  sampling. 

tod  stated  in  its  comments  that  “Neither  the  record  accuracy  rate  nor 
the  monetary  adjustment  rate,  defined  by  the  gao,  is  a  key  management 
indicator.”  Further,  it  stated  that  “The  gao  recommendation  implies 
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that  the  Navy  should  adopt  the  new  measures  that  gao  has  defined  and 
used  by  the  gao  in  this  report,  specifically  record  accuracy  rate  and 
monetary  adjustment  rate.  The  Department  strongly  disagrees  with  the 
utility  of  either  measure". 

dod's  major  objection  to  the  initial  records  accuracy  rate  that  we  have 
discussed  in  this  and  past  reports  is  that  it  does  not  differentiate 
between  major  and  minor  variances.  Currently,  pod  defines  a  minor 
inventory  variance  as  one  that  is  under  $800  and  therefore  excludes  it 
from  the  computation  of  the  major  adjustment  rate.  The  purpose  of  this 
delineation  is  to  provide  management  with  insight  into  the  significance 
of  variances  such  that  management  directs  its  attention  and  resources 
toward  significant  errors.  While  it  is  appropriate  for  non  to  concentrate 
first  on  the  high-value  items  it  should  also  be  concerned  about  the  sig¬ 
nificant  amount  of  inventory  adjustments  on  the  lesser  valued  items.  In 
the  Defense  supply  system,  even  a  low-value  item  may  be  critical  to 
weapon  system  operations.  According  to  pod's  August  31,  1989. 
approved  change  to  the  milstrap  manual,  this  measure  will  be  required 
in  the  ice  report.  Because  of  this  new  requirement  and  the  Navy's  plans 
to  implement  statistical  sampling  techniques  Navy-wide,  we  are  not 
making  a  recommendation  at  this  time.  Since  all  inventory  records  will 
be  sampled,  this  should  provide  dod  and  the  Navy  the  means  to  evaluate 
all  discrepancies  in  addition  to  first  concentrating  on  high  dollar 
variances. 

top’s  objection  to  the  monetary  adjustment  rate  that  we  have  discussed 
in  this  and  past  reports  is  that  it  does  not  recognize  the  purpose  of  the 
reversal  transaction.  According  to  tod,  when  a  variance  occurs  because 
of  an  improper  posting  of  a  supply  transaction,  steps  need  to  be  taken  to 
ensure  that  the  supply  transaction  is  posted  properly.  In  order  to  do  this 
and  ensure  the  record  quantity  and  the  on-hand  quantity  remain  in 
agreement,  pop  maintains  that  a  reversal  transaction  must  be  posted 
along  with  the  proper  supply  transaction.  A  reversal  does  not  negate, 
according  to  tod,  the  fact  that  the  item  had  a  variance  nor  should  it  be 
double  counted,  dod  contends  that  if  erroneous  inventory  adjustments 
are  corrected  in  subsequent  inventories  and  not  reversed,  both  the  origi¬ 
nal  and  corrected  adjustment  will  be  used  to  compute  monetary  adjust¬ 
ment  rates — double  counting  according  to  tod.  In  our  opinion,  all 
inventory  adjustments,  regardless  of  their  cause,  should  be  used  in  com¬ 
puting  the  monetary  adjustment  rates  because  both  times  the  quantities 
shown  on  the  record  were  wrong.  The  new  icf,  report  requirements  now 
also  will  include  a  calculation  of  total  imbalances.  Therefore,  we  are  not 
making  a  recommendation  at  this  time. 
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We  agree  with  pop  that  the  best  approach  to  gaining  insight  into  overall 
inventory  accuracy  is  through  statistical  sampling.  We  also  have  deb  ted 
our  discussion  on  the  impact  of  scheduled  and  unscheduled  inventories 
on  records  accuracy  because  the  Navy  plans  to  implement  statistical 
sampling  techniques. 
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Naval  Air  Station  Aviation  Inventories  as  of 
April  1988 


Dollars  in  millions 


Command/air  station 

Naval  Forces  Europe 

General  supplies 
and  ammunition 

Aviation 

repairables 

Total 

Sigonella 

$204  0 

$61  0 

$265.0 

Atlantic  Fleet 

Bermuda 

26  0 

186 

44.6 

Brunswick 

41  0 

14  6 

55.6 

Cecil  Field 

76  0 

130  5 

206.5 

Guantanamo  Bay 

50 

25 

7.5 

Jacksonville 

99  0 

41  4 

140.4 

Keflavik 

118.0 

13.3 

131.3 

Key  West 

28  0 

21.7 

49.7 

Norfolk 

650 

191.1 

256.1 

Oceana 

92  0 

1373 

229.3 

Pacific  Fleet: 

Adak 

48.0 

338 

81.8 

Agana 

17.0 

34.7 

51.7 

Alameda 

24  0 

14  1 

38.1 

Barbers  Point 

1190 

39.1 

158.1 

Cubi  Point 

450 

1  7 

46.7 

Fallon 

8.0 

65 

14.5 

Lemoore 

142.0 

53  7 

195.7 

Miramar 

216  0 

135.4 

351.4 

Moffett  Field 

124  0 

234 

147.4 

North  Island 

478.0 

1660 

644.0 

Whidbey  Island 

156.0 

80  4 

236.4 

Naval  Air  Systems: 

Lakehurst 

1.0 

00 

1.0 

Patuxent  River 

180.0 

82.7 

262.7 

Point  Mugu 

264.0 

56  3 

320.3 

Naval  Reserves 

Atlanta 

13.6 

104 

24.0 

Dallas 

44.0 

68  9 

112.9 

Glenview 

82 

6.7 

14.9 

New  Orleans 

156 

18  1 

33.7 

South  Weymouth 

267 

21  4 

48.1 

Willow  Grove 

16  3 

1  1  4 

27.7 

Naval  Supply  Systems 

Meridian 

,i 

.1 

i 

Whiting  Field 

A 

I 

(continued) 
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Command/air  station 

Naval  Education  and  Training. 

General  supplies 
and  ammunition 

Aviation 

repairables 

Total 

Chase  Field 

04 

6  1 

6.5 

Corpus  Christi 

120.3 

0.3 

120.6 

Kingsville 

07 

46 

5.3 

Memphis 

2  1 

65 

8.6 

Pensacola 

0.3 

34.9 

35.2 

Total 

$2,824.2 

$1,549.1 

$4,373.3 

Appendix  II _ _ 

Comments  From  the  Department  of  Defense 


ASSISTANT  SECRETARY  OF  DEFENSE 

WASHINGTON  DC  .'0  301  8000 


JUN  6  1989 


Mr.  Frank  C.  Conahan 
Assistant  Comptroller  General 
National  Security  and  International 
Affairs  Division 
U.S.  General  Accounting  Office 
Washington,  DC  20548 

Dear  Mr.  Conahan: 

This  is  the  Department  of  Defense  (DoD)  response  to  the  General 
Accounting  Office  (GAO)  draft  report,  "Navy  Supply:  Naval  Air 
Stations  Have  Inventory  Accuracy  Problems,"  dated  April  4,  1989,  (GAO 
Code  394262),  OSD  Case  7956.  The  Department  partially  concurs  with 
some  of  the  information  in  the  report  and,  in  some  cases,  offers 
revised  recommendations  with  which  it  could  concur.  The  DepartmenT  , 
however,  is  in  strong  disagreement  with  the  underlying  assumption 
and  methodology  used  by  the  GAO. 

The  Department  takes  strong  exception  to  the  implicit  and 
explicit  conclusions  that  (1)  significant  inventory  inaccuracies 
exist  at  Naval  Air  Sta>.  tons,  (2)  performance  measures  and  reporting 
are  manipulated  to  causi  accuracy  to  appear  better  than  it  is, 

(3)  management  attentioi  is  lacking,  and  (4)  efforts  to  improve 
inventory  accuracy  have  failed  to  produce  results.  These  conclusions 
are  incorrect. 

The  Department  has  commented  on  most  of  the  issues  contained  in 
this  report  in  its  responses  to  at  least  six  other  GAO  reports  issued 
since  1986.  In  the  current  report  (as  it  has  in  the  prior  reports) 
the  GAO  has  developed  its  own  definitions  for  performance  measures 
and  then  attempted  to  compare  them  to  performance  measures  used  and 
defined  differently  by  'he  DoD.  The  GAO  continues  to  place  an 
inappropriate  level  of  importance  on  the  Record  Accuracy  Rate  it  has 
defined.  This  measure  s  highly  sub3ect  to  misinterpretation  and 
misrepresentation.  It  rovides  little  insight  into  the  magnitude  of 
the  actual  accuracy  cr  ■ naccuracy  of  DoD  inventories. 

The  Department's  physical  inventory  control  program  policies  and 
procedures  are  designed  to  ensure  that  sound  business  practices  are 
applied  to  the  stewards  ip  of  inventories  and  use  of  resources.  The 
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GAO  report  states  that,  "...  our  statistical  samples  at  two  air 
stations  showed  that  a  large  portion  of  the  inventory  records  are 
wrong,"  and  that  the  "magnitude  of  error  is  large."  The  first 
statement  lacks  proper  perspective  and  the  second  is  neither  correct 
nor  substantiated  by  the  GAO  samples.  The  samples  showed  that  the 
preponderance  (96.5  percent)  of  the  records  were  either  correct  or 
contained  only  minor  variances.  Only  3.5  percent  (10  records)  of  the 
records  had  major  variances  and  these  few  records  accounted  for 
96  percent  of  the  total  sample  dollar  variance,  two  records  accounted 
for  71  percent  of  the  dollar  variance.  The  Department  categorizes 
errors  as  minor  or  major  to  ensure  that  DoD  applies  its  limited 
resources  to  the  most  meaningful  (priority)  corrective  actions. 

The  selective  use  of  data,  information,  and  statistics,  along 
with  the  omission  of  pertinent  data  and  information,  has  resulted  m 
a  draft  report  that  lacks  proper  perspective,  is  unbalanced,  and 
leads  the  reader  to  inappropriate  conclusions.  The  Department  of 
Defense  considers  objective  audits,  inspections,  and  studies  as 
valuable  tools  for  assessing  the  adequacy  of  policies,  procedures, 
and  systems,  as  well  as  program  execution.  The  value  of  objective 
analyses  in  bringing  about  improvements  is  important  to  the 
Department;  however,  in  its  current  form,  this  audit  report  provides 
very  little  basis  for  action. 


i 


i 


The  Department's  review  of  the  GAO  data  used  in  the  preparation 
of  the  draft  report  does  not  indicate  internal  control  material 
weaknesses  in  the  Navy' s  implementation  or  execution  of  the  DoD 
Physical  Inventory  Control  Program.  The  data  indicates  that  DoD 
policies,  procedures,  and  performance  measures  are  sound  and  that  the 
Navy  is  executing  them  properly.  The  Department  is  also  convinced 
that  the  aggressive  improvement  program  set  in  motion  by  the  Navy  in 
the  early  1980s  has  produced  tangible  results.  The  DoD  and  Navy  key 
program  management  measures  indicate  that  Navy  inventory  accuracy  has 
improved  and  it  is  anticipated  that  these  improvements  will  continue. 


The  Department' s  detailed  comments  on  the  report  findings  and 
recommendations  are  provided  in  the  enclosure.  (The  DoD  positions 
were  discussed  with  GAO  representatives  at  a  meeting  on  May  15, 


1989.) 


Jack  Katier 

tstant  Secretaiy;  of  Defense 
(Production  S  Logistics) 


Enclosure 


i 
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Now  on  pp  8  and  9 


*  *  *  *  * 

FINDINGS 


FINDING  A:  History  of  Navy  Supply  Management  Problems.  The  GAO 

reported  that  the  37  naval  air  stations  are  the  custodians  of 
approximately  $4.4  billion  of  the  $22  billion  Navy  aviation 
inventory  of  repair  parts,  general  supply  items,  and  conventional 
ammunition  at  the  wholesale  and  user  activities.  The  GAO  noted 
that  Navy  supply  management  problems  have  been  documented  in 
numerous  GAO,  DoD,  and  Navy  reports  for  a  number  of  years.  The 
GAO  reported  that,  in  FY  1982,  partly  due  to  the  criticism,  the 
Navy  developed  an  extensive  inventory  management  improvement 
program  and  made  inventory  management  a  top  command  priority. 

The  GAO  observed  that,  despite  that  effort,  subsequent  GAO 
reviews  identified  continuing  inventory  management  problems,  such 
as : 


significant  management  problems  at  the  Ship  Parts  Control 
Center,  Norfolk  Naval  Supply  Center,  and  Norfolk  Naval 
Shipyard  concerning  (1)  confirmation  of  receipts,  (2) 
conduct  of  physical  inventories,  reconciliation  and  (3) 
research  of  inventory  discrepancies,  accuracy  of  records, 
and  physical  security  (GAO  Final  Report,  "INVENTORY 
MANAGEMENT:  Problems  in  Accountability  and  Security  of  DoD 
Supply  Inventories,”  dated  May  23,  1986,  OSD  Case  7050);  and 

the  Norfolk  Naval  Supply  Center  and  the  Ships  Parts  Control 
Center  continued  to  have  problems  and  inventory  accuracy 
reporting  was  unreliable,  impairing  the  information 
available  to  Navy  decision  makers  (GAO  Final  Report,  "NAVY 
INVENTORY  MANAGEMENT:  Inventory  Accuracy  Problems,"  dated 
March  4,  1988,  OSD  Case  7402-A) .  (pp.  8-11/GAO  Draft 
Report) 
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POD  RESPONSE :  Partially  concur.  The  Department  agrees  that  the 
Navy  developed  an  extensive  inventory  accuracy  improvement 
program  and  made  inventory  accuracy  improvement  a  top  command 
priority.  (The  Department  notes,  however,  that  the  draft  report 
Executive  Summary  does  not  acknowledge  this  fact.) 

The  DoD  does  not,  however,  agree  that  "despite  that  effort, 
subsequent  GAO  reviews  identified  continuing  inventory  management 
problems,..."  The  physical  inventory  control  function  competes 
for  resources  with  many  other  functions  and  priorities.  In  the 
early  1980s,  the  Navy  designated  this  functional  area  a  top 
command  priority  and  significantly  increased  the  level  of 
resources  devoted  to  inventory  control  and  management.  It  is 
incorrect  to  imply  that  the  effort  and  resources  have  not 
produced  results.  It  is  also  a  disservice  and  serves  as  a  strong 
disincentive  fcr  maintaining  the  program  emphasis  and  resources. 

Despite  the  current  conclusions  presented  by  the  GAO,  the 
DoD  audit  responses  have  shown  overall  improvement  trends  when 
comparative  data  is  used.  The  GAO  report  published  on  March  4, 
1988,  did  not  use  the  1981/1982  House  Armed  Ser-  ices  Committee 
conclusions  (i.e.,  staffing  inadequacies,  .oded  equipment, 
inadequate  security,  lack  of  accountability,  no  wall-to-wall 
inventories,  and  inattention  to  audit  recommendations)  as  a 
baseline  to  assess  the  Navy's  progress  in  addressing  and 
correcting  the  problems  experienced  in  the  early  1980s.  It  was 
the  House  Armed  Services  Committee  conclusions  from  which  the 
Navy  established  the  baseline  for  its  inventory  improvement 
program  and  it  is  this  baseline  the  Navy  i3  using  for  monitoring 
progress.  That  baseline  was  used  by  the  GAO  in  its  November  1984 
report,  "Navy's  Progress  In  Improving  Physical  Inventory  Controls 
And  The  Magnitude,  Causes,  And  Impact  Of  Inventory  Record 
Inaccuracies  In  The  Army,  Air  Force,  And  Defense  Logistics 
Agency"  (OSD  Case  6273) .  In  that  report  the  GAO  stated,  "We 
found  that  the  ..avy  is  making  good  progress  in  executing  a  plan 
of  action  to  improve  inventory  controls  and  security  over  supply 
system  inventories." 

The  current  draft  report  cites  the  findings  in  two  prior 
audits  to  substantiate  the  implied  claim  that  little  progress  has 
been  made  since  1982.  The  GAO  report  does  not,  however,  state 
that  in  its  comments  to  the  GAO  Final  Report,  "INVENTORY 
MANAGEMENT:  Problems  in  Accountability  and  Security  of  DoD  Supply 
Inventories,"  dated  May  23,  1986,  the  Department  could  concur  in 
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only  three  of  the  eleven  Findings  that  pertained  to  the  Navy.  In 
its  response  on  the  draft  of  the  GAO  Final  Report,  "NAVY 
INVENTORY  MANAGEMENT:  Inventory  Accuracy  Problems,"  dated 
March  4,  1988  (OSD  Case  7402-A),  the  Department  concurred  on  only 
five  of  the  eleven  Findings.  Particular  attention  should  be 
given  to  the  DoD  comments  on  FINDINGS  F,  H,  and  I  published  as 
Appendix  III  in  the  Final  Report. 

In  recent  GAO  reports  issued  since  1986,  the  GAO  has 
developed  its  own  definitions  for  performance  measures  and  then 
attempted  to  compare  them  to  performance  measures  used  and 
defined  differently  by  the  DoD,  such  as  the  Major  Adjustment 
Rate.  The  GAO  continues  to  use  and  place  an  inappropriate  degree 
of  importance  on  the  Record  Accuracy  Rate  it  has  defined.  That 
measure  is  highly  subject  to  misinterpretation  and 
misrepresentation.  It  provides  little  insight  into  the  magnitude 
of  the  actual  accuracy  or  inaccuracies  of  DoD  inventories.  An 
excellent  example  of  the  very  limited  utility  and  misleading 
nature  of  this  measure  was  demonstrated  by  the  results  of  the 
statistical  sample  inventory  the  GAO  conducted  in  the  Defense 
Logistics  Agency  and  reported  in  its  report  "INVENTORY 
MANAGEMENT:  Defense  Logistics  Agency  Inventory  Accuracy 
Problems,"  dated  December  1987  (OSD  Case  7402).  The  record 
accuracy  rate  of  that  sample  in/entory  was  63  percent,  indicating 
that  over  one  third  of  the  records  were  in  error.  The  unit 
accuracy  and  dollar  accuracy  rates  were,  however,  97.1  and  95.4 
percent,  respectively.  The  overall  conclusion  to  be  reached  from 
the  above  is  that,  while  a  large  number  of  the  records  have 
errors,  the  preponderance  of  the  errors  represent  minuscule 
variances.  This  same  phenomenon  has  proven  to  be  true  in  each  of 
the  previous  sample  inventories  conducted  by  the  GAO.  The 
misleading  nature  of  the  record  accuracy  rate  (as  defined  by  the 
GAO)  is  the  reason  that  it  is  not  used  in  the  DoD  or  the  private 
sector. 

It  is  inappropriate  to  imply  that,  in  spite  of  the 
significant  expenditure  of  resources  and  management  effort, 
little  progress  has  been  made  since  1982.  This  is  simply  not  the 
case,  and  it  cannot  be  substantiated  by  making  extensive  use  of 
the  record  accuracy  rate  measure  or  other  performance  measures 
defined  by  the  GAO,  but  not  used  within  the  DoD.  The  DoD 
Inventory  Control  Effectiveness  report  contains  the  official 
DoD-wide  performance  data  and  measures  and  should  be  used  to 
judge  progress.  The  Inventory  Control  Effectiveness  report 
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contains  a  wide  variety  of  measures  (including  the  materiel 
denial  rate,  location  audit  accuracy  rate,  location 
reconciliation  rate,  etc.),  which  have  all  been  well  defined  by 
the  DoD,  but  were  not  used  by  the  GAO  to  assess  progress. 

FINDING  B:  Inventory  Records  Are  Not  Accurate.  Based  on  an 
analysis  of  inventory  data  for  13  air  stations  and  statistical 
sampling  at  two  air  stations,  the  GAO  found  a  large  portion  of 
the  inventory  records  are  wrong.  The  GAO  found  that  the  Aviation 
Supply  Office  purchased  items  during  the  time  inventory  records 
under  represented  the  quantities  on  hand.  The  GAO  noted  that  the 
Navy  has  established  record  adjustment  goals  of  no  more  than 
10  percent  and  monetary  adjustment  goals  of  no  more  than 
3  percent.  The  GAO  found,  however,  that  almost  all  of  the  13  air 
stations  failed  to  achieve  the  Navy  goals,  with  (1)  only  one  air 
station  in  FY  1987  and  two  in  FY  1988  achieving  the  record 
adjustment  goal  and  (2)  only  five  air  stations  achieving  the 
monetary  adjustment  goal  in  FY  1987  and  FY  1988.  The  GAO  also 
found  that  a  physical  inventory  of  285  randomly  selected  aviation 
repairables  and  consumables  at  two  of  the  air  stations  (Norfolk 
and  Oceana)  showed  that  86  of  the  inventory  records  were  in 
error.  Based  on  the  sample,  the  GAO  projected  that  38  percent  of 
the  inventory  records  tested  at  Norfolk  and  21  percent  of  those 
tested  at  Oceana  were  in  error.  The  GAO  estimated  that,  at 
Norfolk,  there  are  approximately  19,000  erroneous  records,  valued 
at  $79.7  million;  at  Oceana,  approximately  9,900  erroneous 
records,  valued  at  $7.6  million.  The  GAO  also  noted  that,  based 
on  the  projections,  the  parallel  monetary  rate  of  error  was 
33.6  percent  at  Norfolk  and  2.9  percent  at  Oceana.  The  GAO 
reported  that,  after  asking  Norfolk  and  Oceana  to  research  the 
86  errors  in  the  GAO  sample,  the  air  stations  could  not  identify 
the  causes  of  most  of  the  errors. 

The  GAO  reported  that  Norfolk  and  Oceana  officials  indicated 
the  following  two  possible  reasons  why  research  did  not  identify 
the  causes  of  most  errors: 

causative  research  covers  only  the  most  recent  year  and 
would  not  discover  errors  introduced  to  the  inventory 
records  prior  to  the  first  year  (because  Navy  rules  prohibit 
considering  adjustments  older  than  a  year  in  computing  the 
adjustment  rate);  and 
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on  pp  12  to  16 


contrary  to  Naval  Supply  Systems  Command  instructions  (which 
require  that  all  items  be  inventoried  periodically) ,  Norfolk 
and  Oceana  generally  do  not  inventory  low  value  items  unless 
they  turn  over  quickly  (for  example,  Oceana  inventories  only 
low  value  items  having  at  least  two  issues  in  the  past 
year) . 

Based  on  the  analyzed  data,  the  GAO  concluded  that  inventory 
accuracy  problems  are  significant.  (pp.  16-22/GAO  Draft  Report) 

POD  RESPONSE :  Nonconcur.  The  Department  disagrees  that,  "Based 
on  an  analysis  of  inventory  data  for  13  air  stations  and 
statistical  sampling  at  two  air  stations,  the  GAO  found  a  large 
portion  of  the  inventory  records  are  wrong."  The  Department  also 
disagrees  that,  "Based  on  the  analyzed  data,  the  GAO  concluded 
that  inventory  accuracy  problems  are  significant."  These  GAO 
statements/conclusions  are  apparently  based  on  the  data  in 
Table  2.1  of  the  draft  report,  the  38  and  21  percent  sample 
record  accuracy  rates  and  the  projected  estimates  of  total  dollar 
adjustments  calculated  by  the  GAO.  The  Department  nonconcurs  on 
the  basis  that  (1)  the  first  statement  lacks  proper  perspective 
and  is  therefore  misleading  and  (2)  the  second  statement  is 
neither  correct  nor  substantiated  by  the  GAO  samples.  None  of 
the  data  in  Table  2.1  is  calculated  correctly  and  the  alleged 
10  percent  goal  does  not  exist.  When  the  sample  results  are 
examined  in  proper  context,  the  preponderance  (96.5  percent)  of 
the  records  were  either  correct  or  contained  only  minor 
variances.  Only  3.5  percent  (10  records)  of  the  records  had 
major  variances  and  these  few  records  accounted  for  96  percent  of 
the  total  sample  dollar  variance;  two  records  accounted  for 
71  percent  of  the  sample  dollar  variance.  Further,  the  two 
records,  one  in  each  sample,  accounted  for  71  percent  of  the 
sample  dollar  variance  used  to  compute  the  $79  million  estimated 
dolls-  variance  and  75  percent  of  the  sample  dollar  variance  used 
to  compute  the  $7  million  estimated  dollar  variance.  The 
inordinate  influence  of  these  two  records  on  the  projections 
should  be  recognized.  The  following  paragraphs  elaborate  further 
on  the  above  problems . 

The  GAO  has  developed  its  own  definitions  of  measures  and 
compared  them  to  an  alleged  Navy  goal  that  does  not  exist.  The 
GAO  and  the  Navy  measures  are  not  comparable.  The  Navy  does  not 
have  a  record  adjustment  goal  of  no  more  than  10  percent.  The 
10  percent  figure,  referred  to  by  the  GAO,  comes  from  NAVSUP 
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Instruction  4440. 115G,  "Physical  Inventory  Program,"  dated 
September  22,  1987.  Enclosure  5  of  the  instruction  provides 
instructions  to  Navy  activities  for  submitting  the  feeder  data 
the  Navy  uses  to  develop  and  submit  Inventory  Control 
Effectiveness  data  to  the  DoD.  In  paragraph  (9)  (page  5  of 
enclosure  5),  the  instruction  specifies  how  to  calculate  the 
"Major  Adjustment  Ratio"  which  is  equivalent  to  the  "Major 
Variance  Rate"  in  the  DoD  Inventory  Control  Effectiveness  report. 
That  paragraph  also  states  that,  "When,  on  the  Physical  Inventory 
Report  for  general  supplies,  the  major  adjustment  ratio  for  total 
line  items  exceeds  ten  percent,  a  narrative  explanation  of  causes 
and  corrective  action (s)  is  required."  This  is  not  a  Navy  goal; 
it  is  a  threshold  the  Navy  has  established  to  indicate  at  what 
point  they  want  to  know  more  than  just  the  raw  statistics.  The 
Navy  physical  inventory  performance  goals  are  described  and 
defined  on  page  29  and  30  of  the  NAVSUP  Instruction  4440. 115G. 

The  Navy  has  established  line  item  accuracy  goals  based  on 
four  classes  of  inventory,  which  take  into  account  specific  item 
characteristics  and  accepted  tolerance  levels  for  each.  This 
approach  to  line  item  accuracy  is  widely  used  in  the  private 
sector  and  recognizes  that  not  all  inventory  variances  are  of 
equal  importance  and,  consequently,  should  not  receive  the  same 
level  of  management  attention  or  resource  expenditure.  This 
concept  is  in  direct  opposition  to  the  pure  record  accuracy  rate 
calculated  and  used  by  the  GAO,  which  considers  every  variance  to 
be  of  equal  importance  regardless  of  the  item,  its  value  or  the 
size  of  the  variance.  The  Navy  line  item  accuracy  goals  (note 
that  these  are  internal  Navy  management  goals) ,  by  class,  are  as 
follows : 

Class  A  -  High  Dollar  Value  (U/P  >  IK)  -  98%  +  0% 

Class  B  -  High  Readiness  (IMEC  3,4,5)  -  95%  +  0% 

Class  C  -  High  Variability  (AQD  >  3  or  U/I  -  to  EA)  <* 

95%  (at  10%  variable  accuracy  level,  i.e.  for 
measurement  purposes  an  inventory  is  not  considered  an 
"error"  if  the  physical  count  is  within  10%  of  the 
recorded  on-hand  balance) . 

Class  D  -  All  other  =  95%  ±  5% 
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The  GAO  incorrectly  calculated  the  record  adjustment  rate, 
which  erroneously  inflated  and  incorrectly  reported  the 
performance  statistics  achieved  by  the  air  station.  In 
calculating  the  record  adjustment  rate,  the  GAO  used  the  line 
item  statistics  (gains,  losses,  gain  reversals,  and  loss 
reversals)  from  the  air  station  Physical  Inventory  Report  (lines 
2,  3,  4,  and  5),  comparing  this  total  to  the  number  of  line  items 
inventoried  (line  1) .  The  GAO  report  did  not  treat  line  item 
adjustment  numbers  (gains  and  losses)  as  discrete  values.  The 
GAO  either  assumed  the  line  items  reversed  were  deducted  by  DoD 
from  the  number  of  gain  and  loss  adjustment  count  or  believes 
that  the  count  of  reversal  transactions  should  be  included  in  the 
computation  of  the  line/record  accuracy  rate.  This  is  an  error 
in  either  case.  Neither  the  Navy  nor  the  DoD  reduces  the  line 
item  adjustment  count  (lines  2  or  4)  by  the  count  of  reversals. 
The  count  of  reversal  transactions  should  not  be  included  in  the 
calculation  of  line  item/record  accuracy  rates.  Inventory 
adjustments  change  the  record  quantity  to  bring  it  into  agreement 
with  the  quantity  physically  on-hand;  reversals  do  not  result  in 
a  change  to  the  record  quantity  and,  as  such,  do  not  represent 
items  with  quantity  variances.  Reversal  transactions  simply 
allow  other  suppIv  transactions  to  be  processed  properly  and 
allow  the  financial  implications  to  be  reflected  properly.  The 
inclusion  of  the  count  of  reversal  transactions  by  the  GAO 
significantly  overstates  the  record  adjustment  rates  in  Table  2.1 
of  the  GAO  report.  For  example.  Table  2.1  reflects  a  record 
adjustment  rate  of  46.8  percent  for  Fiscal  Year  1988  at  Naval  Air 
Station  North  Island,  when  the  true  rate  is  37.5  percent.  The 
rates  for  the  other  Naval  Air  Stations  depicted  on  Table  2.1  are 
also  incorrect  and  need  correcting. 

The  GAO  used  its  definition  of  the  monetary  adjustment  rate 
(adjustments  not  including  reversal  credit)  and  compared  this  to 
an  established  Navy  measure,  which  does  include  credit  for  prior 
inventory  adjustment  reversals.  The  Navy  3  percent  goal  was 
established  based  on  the  Navy  definition  of  the  Gross  Monetary 
Adjustments.  It  is  inappropriate  to  develop  a  different 
definition  and  then  compare  it  to  the  Navy  goal.  The  impact  of 
doing  so  is  illustrated  by  using  the  U.S.  Atlantic  Command  air 
stations.  When  the  air  station  monetary  adjustment  rates  are 
computed  consistent  with  the  DoD  measure  and  the  3  percent 
performance,  5  of  the  6  U.S.  Atlantic  Command  air  stations  are 
shown  to  have  achieved  the  Fiscal  Year  1988  goal  of  3  percent. 
When  the  GAO  redefined  the  measure,  calculated  the  results  based 
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on  their  definition,  and  compared  it  to  the  now  inapplicable 
3  percent  Navy  goal,  onli  2  of  the  6  are  under  the  3  percent.  If 
i  air  stations  Gross  Monetary  Adjustment  rates  are  to  be  compared 

to  the  Navy  3  percent  goal,  then  all  the  Gross  Monetary 
Adjustment  rates  in  Table  2.1  must  be  recomputed  based  on  the 
definition  contained  in  NAVSUP  Instruction  4440. 115G. 

The  Department  strongly  disagrees,  as  it  has  in  prior  audits, 
with  the  use  of  the  GAO  defined  record  accuracy  measure.  The  GAO 
record  accuracy  rate  does  not  recognize  that  the  DoD  Physical 
Inventory  Control  Program  is  designed  to  control  inventories  of 
material,  not  records.  The  Department  manages  material  units  of 
diverse  weight,  cube,  costs,  demand,  levels  of  sensitivity,  and 
weapon  system  significance.  The  asset  management  and  controls 
provided  are  affected,  based  on  these  diverse  item 
]  characteristics.  The  record  accuracy  rate  used  by  the  GAO  masks 

these  differences  and  is,  consequently,  misleading  and  of  ”erv 
limited  management  utility.  The  GAO  sample  inventory  results 
taken  at  the  Oceana  and  Norfolk  Naval  Air  Stations  provide  a 
vivid  example  of  how  the  GAO  record  accuracy,  when  viewed  in 
isolation,  does  not  consider  the  item  characteristics  or  the  DoD 
concerns  and  can  lead  management  to  erroneous  conclusions.  The 
table  below  shows  the  combined  results  of  the  GAO  sample 
1  inventories  taken  at  Norfolk  and  Oceana.  In  order  to  put  a 

proper  perspective  on  the  sample  results,  a  table  similar  to  the 
one  below  should  be  included  in  the  GAO  report . 

Stratification  of  the  Combined 
Results  Of  the  GAO  Samples 


- RECORDS -  - DOLLARS - 

Strata  NO,  %  of  Total  Cum.  Var,  %  of  Total  Mean  Var 


=  $0 

199 

69 . 8% 

$0.00 

o 

o 

o 

r>\o 

$0.00 

<  $1 

214 

75.0% 

$5.92 

0.004% 

$0.39 

<  $25 

239 

83.9% 

$286.48 

0.2% 

$7.16 

<  $100 

260 

91.2% 

$1,387.08 

0.9% 

$22.73 

<  $800 

275 

96.5% 

$5,938.03 

4.1s 

$78.13 

>  $800 

10 

3.5% 

$138,026.18 

95.9% 

$13,802.62 

Totals 

285 

100.0%  $ 

$143,964.21 

100.0% 
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The  two  samples  collectively  contain  285  item  records,  85  of  the 
records  had  errors  of  varying  degrees  of  magnitude.  The  combined 
dollar  variance  of  the  samples  is  $143,963.  Closer  examination 
of  the  error  records  reveals  the  following: 

•  91.2  percent  of  the  item  records  are  either  correct  or  have 
variances  under  $100 

•  The  <$100  variances  averaged  $23  and  accounted  for  less  than 
one  percent  of  the  total  dollar  variance. 

•  96.5  percent  of  the  item  records  either  correct  or  having 
only  minor  variances  (<$800) ,  as  defined  by  DoD,  accounted 
for  approximately  4  percent  of  the  dollar  variance. 

•  Ten  records  (3.5  percent  of  the  total  item  records) 
accounted  for  nearly  96  percent  of  the  total  variance. 

•  Two  of  the  ten  records  with  major  variances  accounted  for 
71  percent  of  the  total  sample  dollar  variance. 

The  appropriate  conclusion  is  the  preponderance  of  the 
errors  are  minor  in  nature  or  conversely  that  very  few 
(approximately  10  percent)  of  the  items  with  variances  account 
for  nearly  all  (96  percent)  of  the  dollar  variances. 

The  record  accuracy  rate  used  by  the  GAO  is  a  poor  measure. 
Looking  at  the  GAO  Norfolk  sample  results  alone  further 
illustrates  this  point.  The  record  accuracy  rate  is 
61.6  percent,  which  sets  off  an  alarm  that  over  one  third  of  the 
items  are  in  error.  Further  review  of  the  sample  results  show 
that  67.2  percent  of  the  errors  had  variances  of  under  $100.  In 
terms  of  unit  variance,  5  of  these  items,  with  unit  prices 
ranging  from  $.02  to  $.17,  accounted  for  65  percent  of  the  total 
sample  gross  unit  variance,  while  accounting  for  only  six 
one-hundredth3  of  one  percent  of  the  total  gross  dollar  variance. 
Forty-nine  of  the  58  records  (84.5  percent)  had  variances  of 
under  $800,  while  accounting  for  only  2.8  percent  of  the  gross 
dollar  variance.  Nine  of  the  58  error  records  accounted  for 
97.2  percent  of  the  total  dollar  variance;  in  fact,  one  record 
with  a  dollar  variance  of  $95,760  accounted  for  70.5  percent  of 
the  total  sample  gross  dollar  variance.  This  one  item  obviously 
had  an  inordinate  impact  on  the  $79  million  dollar  variance  the 
GAO  projected  for  the  Norfolk  Naval  Air  Station.  Similarly,  a 
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single  record  with  a  variance  of  $6,080  in  the  Oceana  Naval  Air 
Station  sample  accounted  for  74.5  percent  of  the  total  sample 
gross  dollar  variance  and,  as  was  the  case  in  the  Norfolk  sample, 
one  item  drove  the  projected  dollar  variance. 

in  view  of  the  fact  that,  in  the  case  of  each  of  the 
samples,  one  item  drove  the  projections  and  the  fact  that  the 
precision  rate  of  the  GAO  sample  computations  is  plus  or  minus 
8  percent,  additional  sampling  wouid  seem  to  be  in  order  prior  to 
making  projections  and  certainly  before  taki.no  management  action 
based  on  them. 

The  statement,  "GAO  found  that  the  Aviation  Supply  Office 
purchased  items  during  the  time  inventory  records  under 
represented  the  quantities  on  hand, "  is  misleading  in  that  it 
implies  procurements  were  affected.  Neither  the  statement  nor 
the  implication  is  substantiated.  The  GAO  did  not  compare  the 
dates  of  proc  with  the  dates  of  the  adjustments  to 

validate  that  records  were  under  represented  or  that  they 
affected  procurements.  There  is  no  way  to  verify  exactly  when 
the  error  condition  was  actually  introduced  or  that  it  existed  at 
the  time  of  procurement.  The  GAO  did  not  have  specific  stage  of 
procurement  information  or  buy  information  to  validate 
adjustments  actually  affected  buys.  Had  buys  been  made, 
quantities  purchased  of  these  items  would  not  have  been 
influenced  by  the  minimal  record  adjustments  reported. 

FINDING  C:  Internal  Controls  Do  Not  Ensure  Inventory  Record 
Accuracy.  The  GAO  observed  that  the  air  station  research  is  not 
done  in  a  timely  manner.  The  GAO  further  observed  that  Norfolk 
and  North  Island  were  generally  completing  their  preadjustment 
research  within  the  prescribed  times,  while  Oceana  exceeded  the 
limits  in  12  of  13  cases  the  GAO  sampled,  ranging  up  to  240  days. 
The  GAO  noted  that  Oceana  officials  said  that  preadjustment 
research  delays  were  partly  due  to  the  lack  of  an  automated 
inventory  reconciliation  program  that  exists  at  the  other  air 
stations.  The  GAO  also  found  that  the  Norfolk  and  Oceana  air 
stations  generally  were  not  completing  causative  research  within 
the  prescribed  45  days.  The  GAO  further  found  that  (1)  at 
Norfolk,  11  of  lb  research  cases  reviewed  exceeded  the  deadline, 
with  research  times  ranging  up  to  342  days,  and  (2)  at  Oceana, 
research  times  exceeded  the  deadline  for  11  of  18  cases,  with 
research  times  ranging  up  to  272  days.  The  GAO  noted  that  air 
station  officials  indicated  that  causative  research  is  done 
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Now  on  pp  20  and  21 


beyond  the  allowed  timeframe  because  the  inventory  adjustment  can 
be  reversed  when  a  reason  for  an  error  is  found — thereby 
improving  the  monetary  adjustment  rate.  The  GAO  concluded 
however,  that,  as  the  DoD  physical  inventory  guidance  states, 
extending  the  timeframe  unnecessarily  compounds  the  scope  of  the 
research  effort  and  decreases  the  likelihood  of  finding  the  cause 
of  the  errors.  The  GAO  further  concluded  that  research  of 
inventory  record  errors  is  often  not  done  in  a  timely  and 
I  effective  manner  The  GAO  also  concluded  that  the  following 

inventory  management  internal  controls  were  not  adequate: 

the  research  system  for  identifyina  and  correcting  inventory 

record  errors; 

the  quality  control  program  for  physical  inventory 

functions;  and 

the  command  oversight  of  air  station  inventory  management. 

In  summary,  the  GAO  concluded  that  the  internal  control 
weaknesses  demonstrate  the  need  to  designate  inventory  management 
an  is_uc  for  special  emphasis  in  future  Financial  Integrity  Act 
Assessments.  (pp.  24-26/GAO  Draft  Report) 

DOD  RESPONSE:  Partially  concur.  The  Doi,  dees  not  agree  with  the 
j  GAO  statement,  "The  GAO  observed  that  the  air  station  iu3earca  is 

not  done  in  a  timely  manner."  The  DoD  also  does  not  ag  'e  with 
the  GAO  statement  that  the  reason  for  prolonged  causative 
research  is  to  reduce  or  meet  monetary  adjustment  rates.  The 
Department  disagrees  with  the  first  statement  in  that  it  implies 
a  systemic  weakness  and  an  internal  control  problem,  which  would 
indicate  some  corrective  action  is  required;  this  is,  however, 
not  substantiated  by  the  data  collected  by  the  GAO.  The 
Department  disagrees  with  the  second  statement  on  the  basis  that 
it  is  incorrect,  misleading,  and  is  not  substantiated. 

The  Department  has  established  45  days  after  the  date  of  the 
adjustment  for  the  completion  of  causative  research  in  order  to 
increase  the  likelihood  of  identifying  the  root  cause  for  the 
i  original  variance.  The  Department  recognizes,  however,  that 

causative  research  will  exceed  the  target  timeframe.  In 
prioritizing  physical  inventory  resources,  the  Department 
allocates  its  resources  first  to  identifying  and  correcting 
inventory  variances.  Causative  research  occurs  after  variances 
j 
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are  identified  and  corrected.  It  does  not  affect  the  accuracy  of 
the  inventory.  In  recognition  of  this  fact,  the  Department  has 
not  established  causative  research  performance  goals. 

The  DoD  takes  exception  to  the  selective  use  of  the 
information  collected  and  presented  by  the  GAO  on  causative 
research.  During  this  audit,  the  GAO  sampled  causative  research 
cases  conducted  at  the  Norfolk,  Oceana  and  North  Island  air 
stations.  There  were  16  research  cases  reviewed  at  North  Island 
and,  in  all  cases,  North  Island  met  both  the  preadjustment 
research  and  the  causative  research  time  standards.  All  of  the 
cases  at  North  Island  resulted  from  unscheduled  inventories; 
therefore  15  days  were  allowed  for  preadjustment  research  and 
45  days  for  causative  research.  The  North  Island  Naval  Air 
Station  average  time  was  9.5  days  for  preadjustment  research  and 
14.8  days  for  causative  research.  This  information  was  not 
presented  in  the  audit  report.  Also,  based  on  the  GAO  sample, 
the  average  number  of  days  for  causative  research  at  Norfolk  was 
67.4  days  with  a  median  of  48  days.  The  outlier  time  of  342  days 
used  by  the  GAO  to  qualify  the  condition  leads  the  reader  to 
deduce  that  most  of  the  11  cases  greatly  exceeded  the  target 
time.  This  was  not  the  case;  5  of  the  11  were  completed  within 
7  days  of  the  allowed  time  frame  and  only  2  of  the  11  exceeded 
28  days.  In  the  case  of  the  Oceana  Naval  Air  Station,  a 
contractor  had  been  hired  to  count  all  repairable  assets  in  a 
wall-to-wall  inventory  of  over  10,000  inventory  items,  which 
precluded  their  meeting  the  research  phase  target  dates.  In  view 
of  the  above,  the  Oceana  results  are  not  representative  of  Navy 
air  station  research  performance  in  general.  The  Oceana 
causative  research  results  need  to  be  qualified.  The  graphic 
representation  of  the  GAO  causative  research  results  below,  does 
not  indicate  a  systemic  problem. 

causative  research 

NAS  N  OR'IH  ISLAND  —  CJAO  SAMPLE  DATA  (CODE  DOAEOE) 

EcASPCD  TiMI  (DAV«) 
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CAUSATIVE  RESEARCH 

NAS  NORFOLK  —  GAO  SAMPLE  DATA  (CODE  304363) 

£w>  SPED  TIME  (DAYS) 


(INDIVIDUAL  CASES) 


CAUSATIVE  RESEARCH 

NAS  OCEANA  —  GAO  SAMPLE  DATA  (CODE  394202) 

CLASPED  TIME  (DAYS) 

300 
200 
->60 
240 
220 
200 
1  80 
1  60 
T  AO 
1  20 
1  oo 
so 
60 
■4-0 
20 
O 


(individual  cases) 

The  Department  agrees  that  physical  inventory  control  by  its 
very  nature  and  importance  should  receive  special  emphasis  in 
Financial  Integrity  Act  Assessments.  This  is  already  DoD  policy. 
DoD  Instruction  4140.35,  "Physical  Inventory  Control  of  DoD 
Supply  System  Materiel,"  dated  June  1986,  states  that  physical 
inventory  control  shall  be  a  mandatory  element  to  be  addressed  in 
internal  control  assessments. 


The  Department  responses  to  alleged  weaknesses  in  the 
quality  control  ar.d  command  oversight  of  the  inventory  control 
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programs  are  discussed  in  the  DoD  responses  to  FINDINGS  D  and  E 
below . 


FINDING  D:  Quality  Control  Program  Is  Weak.  The  GAO  reported 
that,  to  help  ensure  the  integrity  of  the  physical  inventory 
program.  Navy  guidance  (NAVSUPINST  4440.184)  requires  air 
stations  to  implement  a  quality  control  program.  The  GAO  found 
that  the  air  station  quality  control  program  was  not  fully  or 
properly  implemented  and,  consequently  (1)  higher  commands  have 
no  assurance  that  data  is  reliable  and  (2)  the  usefulness  of  the 
actions  taken  to  address  inventory  record  accuracy  cannot  be 
judged. 

The  GAO  reported  that  the  Norfolk  Air  Station  did  not  have  a 
quality  control  group  to  perform  the  required  independent 
validations.  The  GAO  found  that,  instead,  causative 
research  checks  by  Norfolk  supply  department  personnel  were 
limited  to  determining  if  all  required  documentation  was 
included  and  research  files  were  properly  organized,  but 
there  was  not  a  determination  that  the  causes  of  the  errors 
had  been  corrected. 

The  GAO  reported  that  Oceana  established  a  quality  program 
in  March  1988,  with  control  checks  initially  made  by 
personnel  responsible  for  the  physical  inventory  functions, 
and  subsequently  established  an  independent  quality  control 
group.  The  GAO  found,  however,  that  the  independent  reviews 
were  not  being  done,  as  prescribed,  because  (1)  checks  on 
location  surveys  and  pnysical  inventory  counts  consisted  of 
separate  samples  and  did  not  validate  the  accuracy  of  work 
performed  under  the  physical  inventory  program,  and 
(2)  checks  on  inventory  adjustments  and  the  causative 
research  investigations  did  not  provide  independent 
validation,  but  merely  consisted  of  cursory  checks  on  the 
contents  and  organization  of  each  research  file.  (The  GAO 
did  note  that  the  Oceana  air  station  was  drafting  a  new 
instruction  intended  to  correct  these  problems  and  properly 
implement  the  four  quality  control  checks  in  the  prescribed 
manner. ) 

The  GAO  reported  that  at  the  North  Island  air  station, 
quality  control  checks  of  location  surveys,  inventory 
counts,  record  adjustments,  and  causative  research  were 
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being  done,  by  -.he  first  line  supervisor,  and  not 
indepenaently .  The  GAO  noted  that  North  Island  officials 
indicated  that  quality  control  checks  were  more 
appropriately  performed  by  quality  assurance  personnel 
because  (1)  they  were  independent  of  the  sections  checked 
and  perceived  objective  and  (2)  the  supervisor  could  not 
properly  perform  regular  duties,  due  to  time  3pent  on 
quality  control  checks.  Tne  GAO  also  noted  North  Island 
officials  indicated  that  the  responsibility  for  quality 
control  checks,  previously  performed  by  quality  assurance 
personnel,  was  assigned  to  first  line  supervisors  because  of 
a  change  in  Navy  quality  control  guidance.  The  GAO 
concluded  that  the  Naval  Supply  Systems  Command  officials 
indicated  that  the  North  Island  air  station  officials 
misinterpreted  the  change,  which  actually  requires  quality- 
control  checks  by  first  line  supervisors  in  addition  to  the 
checks  performed  by  an  independent  quality  control  group. 

In  summary  the  GAO  concluded  that  quality  control  checks  of 
physical  inventory  functions  are  not  fully  or  properly  made  by 
some  air  stations.  (pp.  26-29/GAO  Draft  Report) 

COD  RESPONSE:  Partially  concur.  The  Department  agrees  that  the 
quality  control  program  was  not  fully  implemented  at  the  three 
air  stations  visited.  The  Department  dees  not,  however,  agree 
that  higher  commands  have  no  assurance  that  data  is  reliable  or 
that  the  usefulness  of  the  actions  taken  to  address  inventory 
record  accuracy  cannot  be  judged . 

The  Department  must  address  each  of  the  three  Naval  Air 
Stations  separately.  Norfolk  did  not  have  a  full  time  staff 
dedicated  to  quality  control.  The  required  sampling  and  process 
validations  were,  however,  be^ng  performed  as  collateral 
assignments  by  planning  division  personnel  and  the  Inventory 
Accuracy  Officer,  in  the  absence  of  a  full  time  staff.  The 
quality  control  efforts  performed  were  directed  to  identifying 
the  cause  of  the  error,  but  documentation  was  not  evident  to  show 
process/procedural  changes  had  been  implemented  to  remove  error 
cause . 

Oceana  was  not  conducting  independent  reviews  (semi-annual 
baselines)  as  required  by  the  Navy  instruction.  The  quality 
control  checks  performed  by  the  location  survey  and  physical 
inventory  count  team  leader  did,  however,  validate  che  accuracy 
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of  the  work  performed  in  support  of  the  physical  inventory 
program.  Both  of  these  functions  conform  to  lot  acceptance 
sampling  procedures  outlined  in  the  Navy  instruction  and  require 
separate  samples  to  be  taken  from  discrete  lots.  A  discrete  lot 
is  defined  as  the  work  accomplished  by  one  individual  in  a 
specific  tima  period,  usually  one  work  day.  This  method  allows  a 
lot  to  be  rejected  and  reworked  if  more  than  the  acceptable 
number  of  errors  are  found. 

The  Navy  recognizes  that  North  Island  misinterpreted  the 
quality  control  guidance.  In  order  to  resolve  these 
misinterpretations  and  fully  explain  the  quality  control  process, 
two  workshops  have  been  scheduled  at  the  end  of  June  1989,  for 
field  activities  and  type  commanders.  These  workshops  will  also 
address  all  the  other  physical  inventory  program  requirements. 


FINDING  E:  Command  Oversight  13  Limited.  The  GAO  observed  that 
the  Commander,  Naval  Air  Force,  U.S.  Atlantic  Fleet,  and  the 
Commander,  Naval  Air  Force,  U.S.  Pacific  Fleet,  have  inventory 
oversight  responsibility  for  their  respective  fleet  air  stations. 

The  GAO  reported  that,  while  the  Atlantic  Naval  Air  Force 
Commander  > s  responsible  for  monitoring  inventory  record 
accuracy  and  taking  corrective  action  to  improve  inventory 
management,  (1>  command  monitoring  is  limited  and  covers 
only  some  ,f  the  key  inventory  management  indicators, 

(2)  monitoring  efforts  are  not  documented  and  trend  analyses 
of  xepoxLeu  inventory  adjustment  rates  are  not  per^-rmed, 
and  (3)  very  little  correspondence  was  evident  showing  that 
questions  were  raised  concerning  air  station  inventory 
management  (such  as  situations  where  there  were  wide 
fluctuations  in  quarterly  adjustment  rates) . 

The  GAO  further  reported  that  inventory  record  accuracy 
monitoring  by  Naval  Air  Pacific  was  limited  to  reviewing 
reported  monetary  adjustment  rates,  because  officials  were 
not  familiar  with  oth°-  inventory  management  indicators. 

The  GAO  noted,  however,  that  while  the  results  of  the 
monitoring  were  well  documented  and  included  records  of 
discussion  with  air  station  persornel  and  computer-based 
trend  analysis,  'here  was  no  evidence  that  corrective  action 
was  directed  or  taken. 
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The  GAO  noted  that  the  fleet  commands  relied  primarily  on 
periodic  air  station  inventory  record  accuracy  testing  during 
supply  management  inspections,  conducted  every  24  months  for  the 
Atlantic  fleet  stations,  and  every  18  months  for  the  Pacific 
fleet  stations.  The  GAO  reported  tr.at  the  most  recent 
inspections  at  the  Norfolk  and  Oceana  air  stations,  using 
judgmentally  selected  items,  showed  20  percent  and  15  percent  of 
the  records  (respectively)  were  inaccurate.  The  GAO  found  that 
the  commands  have  not  initiated  corrective  action  as  a  result  of 
the  causative  research  information  provided  them.  The  GAO 
observed  that  its  tests  showed  that  the  air  stations  could  not 
identify  the  causes  of  most  inventory  errors  and,  where  causes 
were  identified,  the  air  stations  grouped  most  of  the  errors  into 
too  few  error  classification  codes  when  reporting  to  the  higher 
commands.  The  GAO  concluded  that  the  classification  system  lacks 
precision,  as  evidenced  by  the  causes  of  errors  for  example, 

13  of  the  16  cases  it  reviewed  at  North  Island,  were  reported 
under  a  single  category — "inventory  control  document  not 
posted/incomplete" — when  the  air  station  officials  actually 
identified  seven  different  types  of  inventory  errors.  The  GAO 
also  found  that  command  officials  were  unable  to  provide  any 
examples  where  specific  corrective  action  was  taken  based  on  the 
reported  error  classification  codes.  The  GAO  reported  that 
command  officials  indicated  that  after  the  causes  of  problems  are 
coded,  the  problems  are  aggregated  into  codes  that  are  too 
general  to  provide  insight  into  the  causes  of  inventory  record 
adjustments.  The  GAO  concluded  that  command  oversight  of 
inventory  management  is  limited  and  corrective  action  by  commands 
to  improve  air  station  inventory  management  is  scarce. 

Now  on  pp  23  to  25  (pp.  29-33/GAO  Draft  Report) 

POD  RESPONSE :  Partially  concur.  The  DoD  does  not  agree  with  the 
GAO  conclusion  that  command  monitoring  is  limited.  The  fleet 
commands  do  not  provide  day-to-day  guidance  to  air  stations;  they 
provide  general  direction  to  the  supply  officer.  Monthly 
monitoring  actions  include  (1)  review  of  physical  inventory 
(e.g..  Gross  Monetary  Adjustments,  Location  Accuracy), 

(2)  financial  inventory  (e.g.,  carcass  tracking  charges), 

(3)  warehouse  refusals,  and  (4)  point  of  entry  effectiveness 
reports.  Copies  of  these  operational  readiness  reports  were 
shared  with  the  GAO  during  the  cu'-t. 
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The  DoD  disagrees  that  the  fleet  commands  sampling  during  a 
Supply  Management  Inspection  was  judgmental .  The  term  judgmental 
implies  a  lack  of  precision  (rough  guess)  or  that  acceptable 
analytical  techniques  were  not  in  use.  This  is  not  the  case.  In 
the  absence  of  an  on-line  inventory  sampling  program,  the  fleet 
commanders  conduct  valid  samples  of  50  consumables  and 
50  repairables  randomly  selected  from  the  air  station  stock 
records,  and  50  consumables  and  50  repairables  randomly  selected 
from  the  shelf  and  compare  to  the  stock  records,  for  a  total 
sample  size  of  200  items.  This  approach  provides  meaningful 
ccuracy  projection  to  assess  material  handling  processes  based 
v  i  the  item  characteristics  (e.g.,  consumable/repairable). 
Additionally,  during  the  Supply  Management  Inspection,  the  air 
station  inventory  accuracy  program  results  are  determined  and 
analyzed,  and  corrective  actions  are  addressed  and  monitored  via 
quarterly  status  reports. 

The  Department  also  does  not  agree  with  the  GAO  conclusion 
that  the  error  classification  system  lacks  precision.  The 
34  codes  provide  the  maximum  possible  range  when  using  a 
one-digit  character  (25  alpha  +  9  numeric  ■»  34) .  The  error  code 
definition  provides  information  on  the  function/operation  in 
which  the  error  occurred  (receiving,  storage,  inventory  control 
or  physical  inventory),  the  type  of  transaction  error  (i.e.,  data 
entry,  duplicate  posting  or  not  posted)  and  allows  the  Navy  to 
capture  information  on  avoided  adjustments  that  are  resolved 
during  pre-adjustment  research  as  well  as  during  causative 
research. 

The  problem  is  not  the  number  of  codes  (34  codes  are  ample) ; 
the  problem  appears  to  be  the  selection  of  the  appropriate  code. 
The  examples  highlighted  in  Table  3.1  of  the  GAO  report  indicate 
a  possible  execution  problem  at  the  local  air  station.  To  ensure 
consistency  and  enhance  user  knowledge,  the  Navy  is  developing  a 
competency  based  certification  training  module  to  specifically 
address  error  classification  code  selection  and  anal>  is.  This 
module  is  scheduled  for  delivery  in  June  1989. 

The  DoD  does  agree  that  the  fleet  commands  can  improve  (1)  in 
documenting  trend  analysis  of  key  inventory  management  indicators 
and  (2)  in  formalizing  results  of  inventory  accuracy  initiatives. 
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Now  on  pp  25  and  26 


•  FINDING  F :  Financial  Integrity  Act  Assessments  Are  Needed.  The 

GAO  reported  that,  as  a  result  of  the  FY  1986  assessment  of 
internal  controls,  the  Navy  reported  that  problems  in  inventory 
record  accuracy  had  been  identified  as  a  material  weakness  at  a 
number  of  activities.  The  GAO  further  reported  that,  to  correct 
the  problems,  the  Navy  planned  to  reemphasize  to  the  commands  and 
activities,  the  importance  of  accurate  inventory  records  and  the 
need  to  comply  with  existing  regulations.  The  GAO  found  that, 
notwithstanding  the  fact  the  FY  1987  Navy  assessment  reported 
that  corrective  action  had  been  completed  on  May  30,  1197, 
significant  inventory  problems  continue  to  exist.  The  GAO 
concluded  (1)  that  it  was  premature  for  the  Navy  to  report  that 
corrective  actions  were  complete  and  (2)  that  inventory 
management  should  again  be  designated  as  an  issue  that  will 
receive  special  emphasis  in  future  Financial  Integrity  Act 
5s: — "aments.  The  Gan  did  recognize  that  the  Navy  has  established 
a  number  of  inventory  management  controls,  including: 

a  system  for  identifying  and  helping  to  correct  inventory 
record  errors; 

a  quality  control  program  for  appraising  physical  inventory 
functions;  and 

an  organizational  structure  to  oversee  air  station  inventory 
management . 

In  summary,  however,  the  GAO  concluded  that  these  internal 
controls  have  not  been  adequately  implemented  to  date. 

(pp.  33-34/GAO  Draft  Report) 

POD  RESPONSE:  Partially  concur.  The  Department  agrees  that  the 
Navy  has  e:"ablished  a  number  of  inventory  management  controls; 
however,  the  Department  does  not  agree  that  this  report 
substantiates  the  conclusion  that  significant  inventory  problems 
continue  to  exist  or  that  it  was  premature  for  the  Navy  to  report 
that  corrective  actions  were  complete  with  regard  to  the  material 
weakness  identified  as  a  result  of  the  Navy  FY  1986  assessment. 
Based  on  the  DoD  response  to  FINDINGS  A,  B,  and  C,  in  particular, 
the  conclusion  that  significant  inventory  problems  continue  to 
exist  is  not  substantiated  by  this  report.  Further,  the  specific 
alleged  problems  identified  in  this  audit  report  are  not 
identical  to  those  in  the  FY  1986  material  weakness.  The  DoD 
Internal  Management  Control  Program  requires  that  the  heads  of 
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DoD  Component  make  assessments,  identify  appropriate  weaknesses, 
and  develop  and  execute  action  plans  to  correct  the  weaknesses 
they  identify.  This  is  exactly  what  the  Navy  did  with  regard  to 
the  weakness  it  identified  in  its  Fiscal  Year  1986  assessment. 

The  GAO  report  indicates  that  the  Navy  has  closed  this  weakness; 
this  is  incorrect.  This  weakness  is  still  open  and  will  not  be 
closed  until  the  last  milestone  is  completed  in  December  1990. 

The  Department  does  not  agree  that  the  GAO  report  identifies 
internal  control  weaknesses.  However,  the  Department  does  agree 
that  this  functional  area  (by  its  very  nature  and  importance) 
should  receive  special  emphasis  in  Financial  Integrity  Act 
assessments.  This  Department  policy  is  promulgated  in  DoD 
Instruction  4140.35  (see  DoD  response  to  FINDING  C) . 


•  FINDING  G:  Inventory  Results  Are  Not  Separated.  The  GAO 

reported  that  the  key  management  indicators  of  inventory 
accuracy,  the  record  adjustment  and  monetary  adjustment  rates, 
give  a  general,  overall  view  of  inventory  accuracy,  but  they  mask 
the  true  condition  of  inventory  records  because  scheduled  and 
unscheduled  inventory  results  are  lumped  together.  The  GAO 
observed  that,  when  the  results  of  scheduled  and  unscheduled 
physical  inventory  are  combined,  the  unique  characteristics  of 
each  is  not  captured.  The  GAO  noted  that  because  unscheduled 
inventories  often  are  triggered  by  known  or  suspected  problems 
they  give  an  overly  pessimistic  view  of  the  state  of  inventory 
accuracy.  For  example,  the  GAO  reported  that  in  FY  1988  the 
combined  record  adjustment  rate,  based  on  unscheduled  and 
scheduled  inventory  results,  was  52.2  percent  for  the  Norfolk, 
North  Island,  and  Oceana  Air  Stations — 93.9  percent  for 
unscheduled  inventory  items  and  27.4  percent  for  scheduled 
inventory  items.  The  GAO  further  reported  that  the  parallel 
combined  monetary  adjustment  rate  for  these  air  stations  was 
14.4  percent,  but  the  unscheduled  inventory  rate  was  25.1 
percent,  while  the  scheduled  inventory  rate  was  5.9  percent. 

The  GAO  observed  that,  on  the  other  hand,  scheduled 
inventory  results  can  provide  an  overly  optimistic  picture  of 
inventory  accuracy.  The  GAO  also  found  that  air  stations  can 
distort  reported  inventory  statistics  by  the  scope  and  timing  of 
physical  inventories.  The  GAO  reported,  for  example,  that  during 
the  first  quarter  of  FY  1988,  the  Alameda  Naval  Air  Station 
reported  inventorying  four  classified  ammunition  items,  valued  at 

! 
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Now  on  pp  32  to  34 


approximately  $6  million — all  of  them  stored  in  a  more  secure 
environment  than  most  other  items,  thus  limiting  the  probability 
of  loss.  The  GAO  concluded  that,  based  on  these  four  items,  the 
Alameda  Naval  Air  Station  was  able  to  report  perfect  inventory 
accuracy  for  ammunition  during  the  first  quarter  of  FY  1988  and 
produced  a  FY  1988  cumulative  inventory  inaccuracy  rate  that  was 
artificially  low.  (pp.  38-39/GAO  Draft  Report) 

POO  RESPONSE:  Partially  concur.  The  DoD  disagrees  with  the  GAO 
reference  to,  "Key  management  indicator  of  inventory  accuracy, 
the  record  adjustment  and  monetary  adjustment  rate, ..."  Neither 
the  record  accuracy  rate  nor  the  monetary  adjustment  rate, 
defined  by  the  GAO,  is  a  key  management  indicator.  Line  item 
accuracy  rates  are  established  based  on  item  characteristics 
(Class  A-B-C-D) ,  as  indicated  in  the  DoD  response  to  FINDING  B. 
The  DoD  definition  of  Gross  Monetary  Adjustments  is  also 
discussed  in  the  DoD  response  to  FINDING  B.  The  Department 
disagrees  with  the  GAO  statement,  "...air  stations  can  distort 
reported  inventory  statistics  by  the  3cope  and  timing  of  physical 
inventories."  This  statement  implies  that  air  stations  are 
f?1  spying  reports.  The  statement  is  not  substantiated  and  is 
inappropriate.  The  Department  agrees  with  the  GAO  observation 
that  the  current  Inventory  Control  Effectiveness  report  does  not 
provide  an  overall  view  of  inventory  accuracy  because  scheduled 
and  unscheduled  inventory  results  are  lumped  together.  The 
Department  does  not,  however,  agree  that  maintaining  separate 
statistics  on  scheduled  and  unscheduled  inventories  wou’d 
overcome  this  problem. 

The  example  used  by  the  GAO  to  make  its  point  (i.e.,  that 
air  stations  cei  distort  reported  inventory  statistics  by  the 
scope  and  timing  of  physical  inventories)  is  totally 
inappropriate.  The  DoD  requires  that  at  least  an  annual 
inventory  be  conducted  on  all  arms,  ammunition  and  classified 
items.  Based  on  the  Ammunition  and  Explosives  Security  Risk 
Category,  ammunition  items  often  require  more  frequent 
inventories.  The  DoD  considers  this  to  be  a  prudent  management 
action,  designed  to  ensure  the  tightest  possible  control  over 
these  sensitive  and  costly  items.  It  should  also  be  pointed  out 
there  are  two  separate  quarterly  Inventory  Control  Effectiveness 
reports:  one  for  General  Supplies  and  one  for  Ammunition. 

The  Department  agrees  with  the  GAO  observation  that  the 
current  Inventory  Control  Effectivenss  report  does  not  provide  an 
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overall  view  of  inventory  accuracy  because  scheduled  and 
unscheduled  inventory  results  are  lumped  together.  That  is  why 
the  DoD  uses  several  indicators  and  techniques  to  assess 
inventory  accuracy  and  is  instituting  an  annual  random 
statistical  sample  DoD  wide.  Viewing  unscheduled  inventories 
separately  from  scheduled  inventories  would  not  provide  any 
additional  insight  into  the  overall  accuracy  of  the  inventory. 
Looking  at  unscheduled  inventories  would  provide  an  overly 
negative  picture,  since  these  inventories  (as  the  GAO  pointed 
out)  were  conducted  due  to  known  or  suspected  errors.  Likewise, 
looking  only  at  the  scheduled  inventories  would  provide  an  overly 
positive  picture,  since  the  majority  of  these  inventories  are 
conducted  on  controlled  items  (those  where  increased  attention 
and  safeguards  are  the  norm)  and,  consequently,  the  probability 
of  discrepancies  is  less  by  design. 

The  DoD  Inventory  Control  Effectiveness  report  does, 
however,  contain  some  measures  that  give  insight  into  the  overall 
accuracy  of  the  Department's  inventory.  Two  percentages  (GROSS 
ADJUSTMENT  RATES)  are  calculated  by  dividing  the  total  annual 
dollar  value  of  gross  adjustments  by  the  average  dollar  value  of 
the  total  inventory  and  the  total  dollar  value  of  the  items 
physically  inventoried  during  the  year,  respectively.  The  two 
resultant  values  are  then  multiplied  by  100,  converting  the 
decimal  values  to  percentages.  The  two  adjustment  rates  form 
upper  and  lower  bounds  of  the  true  adjustment  rate  for  the  entire 
inventory.  The  current  DoD-wide  upper  and  lower  bounds  for 
general  supplies  are  approximately  5  and  2.5  percent, 
respectively.  These  two  measures  are  discussed  in  more  detail  in 
the  DoD  response  to  FINDING  J. 

The  best  approach  to  gaining  insight  into  the  overall 
accuracy  of  the  inventory  is  through  statistical  sampling.  This 
is  one  of  the  reasons  the  Navy  has  invested  s «  heavily  in  the 
Statistical  Accuracy  Techniques  and  Measurements  Analysis  System 
and  the  DoD  is  requiring  an  annual  random  statistical  sample,  the 
results  of  which  will  be  reported  separately  on  the  Inventory 
Control  Effectiveness  report. 


•  FINDING  H:  Statistical  Sampling  Is  Needed.  The  GAO  reported 

that  the  results  of  the  scheduled  and  unscheduled  inventories  may 
not  be  representative  of  overall  air  station  inventory  accuracy 
because  the  inventoried  items  were  not  selected  by  using 
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statistical  sampling  methods.  The  GAO  noted  that  its  random 
samples,  as  well  as  the  air  stations  inventory  counts,  showed 
that  a  large  portion  of  the  inventory  records  at  Norfolk  and 
i  Oceana  were  inaccurate. 

i  The  GAO  observed  that  the  Naval  Supply  Systems  command  is 

attempting  to  improve  the  accuracy  of  inventory  statistics.  The 
GAO  reported  that  the  Command  has  developed  a  Statistical 
Accuracy  Techniques  and  Measurements  Analysis  software  program, 
which  should  establish  an  inventory  accuracy  baseline  because  it 
randomly  selects  items  for  inventory,  which  results  in  an 
unbiased  and  statistically  correct  accuracy  assessment.  (The  GAO 
noted  that  effectiveness  could  not  be  determined  during  its 
I  review  because  the  Navy  was  in  the  process  of  implementing  the 

program  for  the  air  stations.)  The  GAO  further  reported  that, 
according  to  fleet  commands,  those  air  stations  having  the 
required  computer  system  for  operating  this  software,  such  as 
;  North  Island  and  Norfolk,  will  implement  this  program  in  FY  1989. 

The  GAO  also  reported  that  those  air  stations  without  the 
required  computer  system,  such  as  Oceana,  have  not  been  required 
j  to  statistically  select  items  for  inventory  and  no  statistical 

sampling  program  has  been  developed  for  their  computer  systems. 

Now  on  pp  31  and  32  j  <pp.  38-39/GAO  Draft  Report) 

I  POD  RESPONSE:  Concur.  The  Department  agrees  that  statistical 

[  sampling  is  needed  to  provide  an  unbiased  assessment  of  overall 

item  accuracy.  The  Naval  Supply  Systems  Command  developed 
the  Statistical  Accuracy  Techniques  and  Measurements  Analysis 
I  System  to  provide  an  improved  method  and  measure  for  inventory 

accuracy.  The  program  was  developed  as  part  of  the  Uniform 
Automated  Data  Processing  System  for  Stock  Points  system  that 
currently  supports  material  management  and  physical  inventory 
requirements  at  stock  points  with  a  total  inventory  value  of 
$26,510  million.  The  capability  of  both  the  Uniform  Automated 
Data  Processing  System  for  Stock  Points  and  the  Statistical 
Accuracy  Techniques  and  Measurements  Analysis  systems  is 
available  to  access  90  percent  of  the  $29,400  million  total 
wholesale/retail  general  supplies  inventory.  Taking  into 
consideration  the  scope  of  the  implementation  requirement  at 
thirty  different  activities,  an  incremental  implementation 
strategy  was  adopted.  As  of  July  1985,  all  eight  Naval  Supply 
Centers  (representing  $20,903  million  or  71  percent  of  the  total 
inventory  value)  were  implemented.  By  July  1987,  the  completed 
implementations  accounted  for  $23,528  million  or  80  percent  of 
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the  total  inventory  value.  As  cf  September  1988,  $24,437  million 
or  83  percent  of  the  inventory  was  covered.  Norfolk  and  North 
Island  provided  their  first  Statistical  Accuracy  Techniques  and 
Measurements  Analysis  reports  in  second  quarter  Fiscal  Year  1989. 
The  remaining  activities  using  the  Uniform  Automated  Data 
Processing  System  for  Stock  Points  will  implement  the  Statistical 
Accuracy  Techniques  and  Measurements  Analysis  program  by 
September  1989.  For  the  activities  that  are  not  supported  by 
uniform  stock  point  system  (10  percent  of  the  total  inventory 
value)  the  Statistical  Accuracy  Techniques  and  Measurements 
Analysis  capabilities  were  incorporated  as  a  Stock  Point  ADP 
Replacement  modernization  requirement  and  will  be  delivered 
during  the  1990s. 

The  Department  is  making  significant  investments  to 
modernize  its  computer  systems  and  provide  ennanced  tools; 
however,  deployment  is  a  matter  of  prioritization  within  existing 
resource  constraints. 

It  should  also  be  noted  that  the  Department  is  instituting 
an  annual  random  sample  physical  inventory.  The  results  of  the 
annual  random  sample  inventory  will  be  reported  by  each  of  the 
DoD  Components  in  the  Inventory  Control  Effectiveness  report. 

The  policy  for  the  random  sample  is  contained  in  DoD  Instruction 
4140.35  and  the  detailed  instructions  will  be  contained  in  the 
reissuance  of  Chapter  7  of  the  Military  Standard  Transaction 
Reporting  and  Accounting  Procedures,  which  will  be  issued  as  an 
approved  change  in  July  1989. 


FINDING  I :  Low  Value  Errors  Are  Excluded  From  Accuracy  Rates. 

The  GAO  reported  that  Navy  procedures,  which  require  air  stations 
to  exclude  inventory  record  adjustments,  valued  at  $800  or  less 
when  calculating  the  record  adjustment  rate,  limit  numerous 
errors  only  to  those  that  are  in  excess  of  a  specified  dollar 
value,  thus  understating  the  record  adjustment  rate.  The  GAO 
found  that  the  Norfolk,  North  Island,  and  Oceana  Air  Stations  had 
34,400  inventory  record  errors  in  FY  1988,  which  should  have 
resulted  in  a  52.2  percent  record  adjustment  rate,  but  30,000 
errors  were  eliminated  (87  percent  of  the  errors) ,  because  they 
were  considered  minor  variances,  resulting  in  a  record  adjustment 
rate  of  6.7  percent  being  reported.  The  GAO  concluded  that  data 
showing  all  errors,  as  well  as  those  in  excess  of  $800,  would  be 
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helpful  in  evaluating  an  air  station  physical  inventory  program. 
\ow  or  pp  29  ana  30  (pp.  41/GAO  Draft  Report). 

POD  RESPONSE:  Nonconcur.  The  DoD  does  not  agree  that  the 
j  calculation  of  a  pure  record  accuracy  rate  is  helpful  in 

I  evaluating  the  physical  inventory  program  at  an  air  station  or 

elsewhere.  The  DoD  responses  to  FINDINGS  A  and  B  discuss  in 
detail  the  limited  value  and  misleading  nature  of  the  pure 
inventory  record  accuracy  rate  calculated  and  used  by  the  GAO. 

(It  should  be  noted,  however,  that  internal  Navy  reporting  has 
always  required  the  calculation  and  reporting  of  all  records  with 
a  variance,  regardless  of  the  value  of  the  variance,  in  addition 
to  the  calculation  and  reporting  of  the  Major  Variance  Rate  used 
throughout  the  Department.  It  should  also  be  noted  that  in  the 
calculation  of  DoD  dollar  accuracy  rates,  all  adjustments  are 
included  regardless  of  their  dollar  value.) 

The  major  variance  level  figure  (e.g.,  $800)  is  intended  to 
tell  DoD  management  what  proportion  of  the  total  inventories 
conducted  resulted  in  dollar  value  variances  (gain  or  loss 
adjustments  over  $800)  to  inventory  records.  That  is  how  it  is 
defined,  that  is  how  it  is  calculated,  and  that  is  how  it  is 
reported  on  the  DoD  Inventory  Control  Effectiveness  report.  The 
Navy  is  correctly  following  the  DoD  procedures  for  the 
calculation  and  reporting  of  the  major  variance  rate.  The 
objective  of  this  measure  is  to  identify  what  proportion  to  the 
total  inventories  conducted  resulted  in  significant  variances. 

The  GAO  statistical  samples  clearly  demonstrate  this  is  exactly 
what  it  does.  In  the  GAO  sample  taken  at  the  Norfolk  Naval  Air 
Station,  84.5  percent  of  the  records  in  error  had  dollar 
variances  of  under  $800,  but  their  cumulative  dollar  variance 
accounted  for  only  2.8  percent  of  the  sample  total  gross  dollar 
j  variance.  The  nine  records  with  major  variances  (15.5  percent  of 

the  records  with  variances)  accounted  for  97.2  percent  of  the 
total  sample  gross  dollar  variance.  Even  if  the  one  very  large 
major  variance  of  $95,760  were  removed  from  the  sample,  the  minor 
variances  would  still  only  account  for  10.5  percent  of  the  total 
gross  dollar  variance.  The  establishment  of  criteria  to  define 
major  variances  versus  minor  variances  is  designed  to  provide 
management  with  insight  into  the  significance  of  variances  such 
that  management  directs  its  attention  and  resources  toward  the 
significant.  This  is  what  this  major  adjustment  rate  ($800) 
measure  has  historically  measured  and  its  use  supports  the  DoD 
policy  contained  in  DoD  4140.35  which  states,  "Resources  shall  be 
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directed  toward  achieving  force  readiness  goals  such  that  maximum 
returns  will  be  derived  from  the  resources  applied." 

The  sample  physical  inventories  conducted  by  the  GAC  (as 
part  of  this  audit  as  well  as  previous  audits)  and  the  DoD 
experience,  strongly  indicate  the  current  threshold  of  $800,  used 
to  define  a  major  variance,  may  be  much  too  low. 

•  FINDING  J :  Prior  Adjustment  Reversals  Distort  Current  Accuracy 

Rates.  The  GAO  reported  that  Navy  procedures  require  air 
stations  to  deduct  reversals  of  prior  period  adjustments  when 
calculating  monetary  adjustment  rates — thereby  understating  the 
monetary  adjustment  rate  for  the  current  period. 

The  GAO  found  that,  in  FY  1988,  the  Norfolk,  North  Island, 
and  Oceana  Air  Stations  inventoried  materials  valued  at  $530.4 
million,  resulting  in  inventory  adjustments  of  $76.5  million. 
According  to  the  GAO,  these  were  reduced  to  $13.3  million  in 
reported  reductions  when  the  air  stations  were  able  to  identify 
prior  erroneous  adjustments  totaling  $63.2  million,  which  reduced 
the  monetary  adjustment  rate  from  14.4  percent  to  2 . 5  percent. 

The  GAO  noted  that,  in  some  instances,  the  inventory 
adjustment  reversals  for  a  report  period  exceeded  the  current 
inventory  adjustments  and,  as  a  result,  the  reported  monetary 
adjustment  rate  showed  the  air  station  to  be  better  than  perfect. 
The  GAO  reported  that,  during  FY  1987  and  FY  1988,  seven  of 
13  air  stations  reported  better  than  perfect  monetary  adjustment 
rates  for  at  least  one  category  of  material.  The  GAO  concluded 
that,  because  air  stations  use  prior  inventory  adjustment 
reversals  to  offset  current  inventory  adjustments,  the  value  of 
reported  adjustments  does  not  portray  the  extent  to  which  the 
inventory  records  were  in  error  at  the  time  of  the  inventory. 

\0vv  cn  pp  3C  ar;d  3 1  (pp.  42-43/GAO  Draft  Report) 

DOD  RZSPONSg ;  Nonconcur.  The  DoD  does  not  agree  that  prior 
adjustment  reversals  distort  current  accuracy  rates  since  the 
Gross  Monetary  Adjustment  Rate  measure  affected  by  the  reversal 
transaction  was  only  one  of  several  measures  used  to  assess 
inventory  accuracy  at  the  air  stations.  The  Department 
calculates  gross  adjustment  rates  for  both  the  current  quarter 
and  year-to-date  which  is  effected  far  less  by  prior  quarter 
reversal  than  is  the  current  quarter.  It  should  also  be  noted 
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that  the  DoD  has  not  established  a  goal  for  this  measure  and  that 
the  internal  Navy  3  percent  goal  takes  into  consideration  the 
definition  and  method  of  calculation.  It  is  the  Department 
position  that  the  new  annual  statistical  sample  will  provide  an 
accurate  overall  picture  of  DoD  inventory  accuracy  whereas  the 
current  Inventory  Control  Effectiveness  report  was  never  intended 
to  do  so. 

The  Gross  Monetary  Adjustment  Rate  nets  the  gains  plus 
losses  minus  reversals  to  provide  a  financial  impact  indicator  of 
a  physical  inventory.  For  management  purposes,  a  physical 
inventory  consists  of  a  physical  count,  post  "Count  validation, 
preadjustment  research,  and  causative  research.  Therefore,  it  is 
important  to  distinguish  between  physical  inventory  results  and 
inventory  accuracy  indicators. 

A  high  proportion  of  physical  inventory  reversals  indicates 
the  Physical  Inventory  Program  effectiveness  Reversals  indicate 
the  DoD  is  successfully  identifying  and  correcting  the  errors  on 
specific  actions.  If  the  DoD  were  to  compute  a  Gross  Monetary 
Adjustment  Rate  to  include  reversal  values,  this  would  not  be  a 
meaningful  indicator  for  overall  inventory  accuracy.  The  value 
would  only  be  representative  for  those  specific  line  items 
inventoried  at  a  given  point  in  time. 

The  data  and  statistics  on  the  DoD  Inventory  Control 
Effectiveness  report  were  not  intended  to  be  representative  of 
the  overall  accuracy  of  the  DoD  inventory.  The  Inventory 
Control  Effectiveness  report  portrays  the  results  of  the  items 
the  DoD  physically  inventoried  during  a  specific  period  of  time: 
current  quarter  and  year-to-  date.  The  Department  concentrates 
its  inventory  resources  on  those  items  that  are  known  or 
suspected  to  be  in  error  and  on  those  items  that  it  considers 
most  important,  such  as  controlled  items.  This  resource 
commitment  is  in  keeping  with  the  overall  inventory  control 
philosophy  and  policy  that,  "Resources  shall  be  directed  toward 
achieving  force  readiness  goals  such  that  maximum  returns  will  be 
derived  from  the  resources  applied."  In  short,  if  it  were 
possible,  the  Department  would  never  expend  resources  to 
inventory  an  item  that  is  correct.  Conducting  physical 
inventories  on  items  where  tne  inventory  is  already  correct  does 
not  improve  the  overall  accuracy  of  the  DoD  inventory. 
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The  DoD  Inventory  Control  Effectiveness  report  does, 
however,  contain  some  measures  that  give  insight  into  the  overall 
accuracy  of  the  Department's  inventory.  Two  percentages  (GROSS 
ADJUSTMENT  RATES)  are  calculated  by  dividing  the  total  annual 
dollar  value  of  gross  adjustments  by  the  average  dollar  value  of 
the  total  inventory  and  the  total  dollar  value  of  the  items 
physically  inventoried  during  the  year,  respectively.  The  two 
resultant  values  are  then  multiplied  by  100,  converting  tha 
decimal  values  to  percentages. 

Definitions  of  source  data: 

Gross  Adjustment  Dollar  Value:  The  absolute  value  of  the 
sum  of  the  dollar  value  of  the  total  validated  annual  gain 
and  loss  adjustment  transactions  less  the  appropriate 
reversals . 

Average  Inventory  Value:  The  cumulative  sum  of  the  monthly 
dollar  values  of  all  on-hand  materiel  divided  by  12. 

Value  of  Items  Physically  Inventoried:  The  3um  of  th_ 
dollar  values  of  all  on-hand  materiel  for  each  of  the  items 
inventoried  during  the  year. 

The  gross  adjustment  rates  are  significant  measures  of  the 
effectiveness  of  the  physical  inventory  control  program  because 
they  reflect  the  net  result,  in  terms  of  dollars,  of  the 
effectiveness  of  all  the  functions  affecting  inventory  accuracy. 
The  emphasis  of  the  DoD  physical  inventory  control  program  is  on 
conducting  inventories  on  those  items  that  are  likely  to  be  in 
error;  therefore,  the  gross  adjustment  rate  as  a  percent  of  the 
items  inventoried  will  be  high  relative  to  that  which  would  be 
expected  if  all  items  were  inventoried.  The  gross  adjustment 
rate  as  a  percent  of  the  total  average  inventory  provides  a  rate 
that  is  probably  a  little  lower  than  the  rate  that  would  result 
if  all  items  were  inventoried.  Therefore,  the  two  adjustment 
rates  form  upper  and  lower  bounds  of  the  true  adjustment  rate  for 
the  entire  inventory.  The  current  DoD-wide  upper  and  lower 
bounds  for  general  supplies  are  approximately  5  and  2.5  percent, 
respectively . 

Lastly,  it  is  important  to  understand  causative  research  and 
the  reversal  transactions  that  result  from  it  have  a  two  fold 
purpose.  The  first  purpose  of  causative  research  is  to  identify, 
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through  the  collective  review  of  a  large  number  of  cases, 
systemic  problems  such  that  corrective  actions  can  be  effected. 
The  second  purpose,  of  equal  importance,  is  to  insure  that  the 
inventory  record,  which  was  corrected  previously  at  the  time  of 
the  adjustment,  was  corrected  for  the  right  reason.  Causative 
research  often  points  out  that  the  original  variance  occurred  due 
to  the  improper  posting  of  a  supply  transaction,  such  as  a 
receipt  or  issue.  When  this  condition  is  discovered  during 
causative  research  it  is  necessary  to  effect  the  proper  posting 
of  that  supply  transaction.  In  order  to  do  this  and  insure  the 
record  quantity  and  the  on-hand  quantity  remain  in  agreement,  a 
reversal  transaction  must  be  posted  along  with  the  other  supply 
transaction.  A  reversal  does  not  negate  the  fact  that  the  item 
had  a  variance  nor  should  it  be  double  counted;  to  do  so  would 
indicate  the  item  quantity  was  out  of  balance  twice  when,  in 
fact,  it  was  not.  Likewise,  if  the  financial  (dollar)  records 
are  to  remain  accurate  the  reversal  must  debit  the  current 
quarter's  gross  adjustments,  otherwise  the  true  financial  impact 
(actual  physical  gains  or  losses)  would  be  obscured. 

***** 

RECOMMENDATIONS 

RECOMMENDATION  1 :  The  GAO  recommended  that  the  Secretary  of  the 
Navy  direct  the  Commander,  Naval  Supply  Systems  Command,  to 
improve  internal  controls  over  air  station  inventories  by 
ensuring  that  air  stations  perform  their  research  of  inventory 
errors  within  the  specified  time  in  order  to  increase  the 
likelihood  of  identifying  and  correcting  inventory  problems. 

(p.  35/GAO  Draft  Report) 

POD  RESPONSE :  Partially  concur.  The  Department  does  not  agree 
that  the  data  collected  by  the  GAO  indicates  internal  control 
problems  or  that  systemic  research  problems  exist.  All  the 
causative  research  at  one  of  the  air  stations  was  completed 
within  the  prescribed  15  days.  The  second  air  station,  while 
exceeding  the  prescribed  timeframes  in  )1  of  the  1?  cases, 
completed  9  of  the  11  within  28  days  of  the  allowed  tim  frame 
and  the  one  ra >e  used  as  a  qualifier  by  the  GAO  was  clearly  an 
outlier  and  as  such  is  not  representative.  The  third  air 
station,  which  significantly  exceeded  the  allowed  timeframes,  was 
a  special  case  in  that  it  had  an  unusually  large  causative 
research  case  load.  A  contractor  had  been  hired  to  count  all 
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repairable  assets.  This  effort  encompassed  over  10,000  inventory 
records,  which  could  understandably  prevent  the  completion  of  the 
research  phase  within  the  prescribed  timeframes.  This  air 
station,  therefore,  is  also  not  representative  of  air  stations  in 
general . 

The  Department  does  agree  that,  by  its  nature,  causative 
research  is  a  difficult  and  labor  intensive  task,  which  becomes 
more  difficult  and  less  fruitful  with  the  passage  of  time.  The 
Department  could  concur  with  a  recommendation  that  stated,  "The 
Commander,  Naval  Supply  Systems  Command,  should  review  the 
research  program  and  develop  approaches  to  assist  activities  in 
completing  effective  causative  research  in  a  timely  fashion." 

(The  Navy  will  complete  this  review  by  the  beginning  of  next 
Fiscal  Year.) 


RECOmENDATION  2 ;  The  GAO  recommended  that  the  Secretary  of  the 
Navy  direct  the  Commander,  Navy  Supply  Systems  Command,  to 
improve  internal  controls  over  air  station  inventories  by 
ensuring  that  air  stations  fully  implement  the  required 
independent  quality  control  program  for  appraising  physical 
inventory  functions  in  order  to  verify  that  the  physical 
inventory  process  is  properly  working.  (p.  35/GAO  Draft  Report) 

POD  RESPONSE:  Partially  concur.  The  DoD  disagrees  with  the 

Recommendation  as  stated.  The  GAO  recommendation  implies  that  a 
fully  implemented  independent  quality  control  program  is  required 
to  improve  internal  controls  by  verifying  that  the  physical 
inventory  process  is  working  properly.  The  GAO  report,  however, 
has  not  specifically  identified  deficiencies  to  indicate  that  the 
physical  inventory  program  was  not  working. 

The  DoD  disagrees  that  an  independent  quality  control 
program  is  the  only  method  for  attaining  inventory  accuracy 
objectives.  The  DoD  has  stressed  individual  accountability  in 
order  to  institutionalize  quality  control  at  the  lowest  possible 
level.  The  DoD  objective  is  to  incorporate  quality  into  the 
processes  itself  (whether  it  be  receiving,  ordering,  storing,  or 
taking  of  physical  inventory),  which  requires  quality  control 
emphasis  on  a  daily  basis  at  the  lowest  levels. 

The  DoD  agrees  that  independent  reviews  a>"9  necessary  to 
sample  the  effectiveness  of  the  program,  as  well  as  bring  a  fresh 
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perspective  and/or  when  icnown  or  suspected  problems  are  evident. 
The  Department  could  concur  with  a  recommendation  that  states,  " 
The  Commander,  Navy  Supply  Systems  Command,  should  take  action  to 
ensure  that  air  stations  fully  implement  the  required  independent 
quality  control  program."  (The  Navy  will  ensure  this  is  done  on 
or  before  the  end  of  this  fiscal  year.) 


RECCMMENDAT I ON  3 :  The  GAO  recommended  that  the  Secretary  of  the 
Navy  direct  the  Commander,  Naval  Supply  Systems  Command,  to 
improve  internal  controls  over  air  station  inventories  by 
ensuring  that  the  air  station  commands  more  aggressively  oversee 
air  station  inventory  practices  to  identify  problem  areas  and 
take  corrective  action  for  improving  inventory  record  accuracy. 

(p.  3 5 /GAO  Draft  Report) 

POD  RESPONSE ;  Partially  concur.  The  DoD  does  not  agree  with  the 
GAO  conclusion  that  internal  controls  are  ineffective  in  ensuring 
that  air  station  commands  oversee  air  station  inventory  practices 
to  identify  problem  areas  and  take  corrective  action  for 
improving  inventory  record  accuracy.  The  Department  does, 
however,  agree  that  the  fleet  commands  can  improve  in  documenting 
trend  analysis  of  key  inventory  management  indicators  and  in 
formalizing  results  of  inventory  accuracy  initiatives.  The 
Department  could  concur  with  a  recommendation  that  states,  "The 
Commander,  Naval  Supply  Systems  Command,  should  take  action  to 
ensure  air  station  commands  properly  document  oversight  and 
corrective  actions  for  improving  inventory  record  accuracy."  In 
order  to  improve  in  this  area,  two  workshops  have  beer,  scheduled 
at  the  end  of  June  1989  ->r  field  activities  and  type  commanders. 

These  workshops  will  also  address  all  the  other  physical 
inventory  program  requirements.  (See  DoD  Response  to  FINDING  E.) 


RECOMMENDATION  4 ;  The  GAO  recommended  that  the  Secretary  of  the 
Navy  direct  the  Commander,  Naval  Supply  Systems  Command,  to 
improve  internal  controls  over  air  station  inventories  by 
ensuring  that  the  inventory  error  classification  system  is 
improved  to  provide  better  specificity  for  classifying  the  causes 
of  inventory  errors  so  that  higher  management  (commands)  can  take 
appropriate  action.  (p.  35/GAO  Draft  Report) 

DOD  RESPONSE :  Partially  concur.  The  Department  does  not  agree 
with  the  GAO  conclusion  that  the  error  classification  system 
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lacks  precision.  The  34  codes  provide  the  maximum  possible  range 
when  using  a  one  digit  character.  The  error  code  definition 
provides  information  on  (1)  the  function/operation  in  which  the 
error  occurred  (receiving,  storage,  inventory  control  or  physical 
inventory),  and  (2)  the  type  of  transaction  error  (i.e.,  data 
entry,  duplicate  posting  or  not  posted) .  The  error  code 
definition  also  allows  the  Navy  to  capture  information  on  avoided 
adjustments  that  are  resolved  during  preadjustment  research,  as 
well  as  during  causative  research.  The  current  coding  structure 
provides  ample  codes  for  error  identification,  activity  use,  and 
for  higher  command  summanzations .  See  DoD  response  to  FINDING  E. 

The  examples  highlighted  in  Table  3.1  of  the  GAO  report 
indicate  a  possible  execution  problem  at  the  local  air  station. 

To  ensure  consistency  and  enhance  user  knowledge,  the  Navy  is 
developing  a  competency  based  certification  training  module  to 
specifically  address  error  classification  code  selection  and 
analysis.  This  module  is  scheduled  for  delivery  in  June  1989. 


RE CONTEND  AT I ON  5 :  The  GAO  recommended  that  the  Secretary  of  the 
Navy,  in  order  to  provide  an  additional  focus  on  this  area, 
designate  inventory  management  improvement  as  an  issue  that  will 
receive  special  emphasis  in  Financial  Integrity  Act  assessments, 
and  target  this  area  for  an  overall  evaluation  by  the  Navy. 

(p.  36/GAO  Draft  Report) 

DOD  RESPONSE:  Concur.  Inventory  management  is  an  area  of 
concern  and  high  level  interest.  Current  Department  policy,  DoD 
Instruction  4140.35,  specifically  mandates  review  of  physical 
inventory  controls  as  part  of  the  requirements  implementing  the 
Federal  Manager's  Financial  Integrity  Act.  Additionally,  other 
ongoing  actions  to  improve  inventory  management  (including  the 
physical  inventory  control  program)  within  the  Navy  include  the 
semiannual  flag  level  inventory  accuracy  improvement  program. 
Supply  Management  Inspections,  and  designation  as  an  item  of 
special  interest  for  command  inspections.  The  designation  of 
functions  for  review  during  the  following  year  is  an  annual 
process,  which  involves  review  and  analysis  of  control  manaaement 
reports  submitted  to  the  Secretary  of  ‘he  Navy,  evaluation  by  the 
Internal  Control  Systems  Coordinating  Committee  (audit, 
inspection,  investigation,  and  other  control  components  of  the 
Department  of  the  Navy),  and  evaluation  by  the  Department  of  the 
Navy  Review  and  Oversight  Council  (Under  Secretary,  Assistant 
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Secretaries,  Vice  Chief  of  Naval  Operations,  Assistant  Commandant 
of  the  Marine  Corps,  and  Inspector  General) .  The  function  of 
inventory  control  will  be  addressed  during  this  process,  in 
accordance  with  existing  policy. 

•  RSCOHENDATION  6 :  The  GAO  recommended  that  the  Secretary  of  the 
Navy  direct  the  Commander,  Naval  Supply  Systems  Command,  to 
provide  additional  measures  for  evaluating  the  effectiveness  of 
each  air  station's  physical  inventory  program. 

Nc*  on  p  32  (p.  45/GAO  Draft  Report) 

POD  RESPONSE :  Partially  concur.  The  GAO  Recommendation  implies 

that  the  Navy  should  adopt  the  new  measures  that  GAO  has  defined 
and  used  by  the  GAO  in  this  report,  specifically  record  accuracy 
rate  and  monetary  adjustment  rate.  The  Department  strongly 
disagrees  with  the  utility  of  either  measure  (as  documented  in 
the  DoD  responses  to  FINDING  B) . 

The  Department  concurs  that  the  current  Inventory  Control 
Effectiveness  report  measures  do  not  reflect  the  overall  accuracy 
of  DoD  inventories;  however,  the  Navy  has  gone  well  beyond  the 
Inventory  Control  Effectiveness  measures  in  their  implementation 
of  Statistical  Accuracy  Techniques  and  Measures  Program.  The  GAO 
did  not  evaluate  the  Statistical  Accuracy  Techniques  and  Measures 
Program.  The  GAO  report  does  not  comment  or  review  the  majority 
of  the  existing  performance  measures  used  by  the  DoD  or  the  Navy. 
The  DoD  is  implementing  an  annual  statistical  sampling  program 
DoD  wide.  An  approved  Military  Standard  Transaction  Reporting 
and  Accounting  Procedures  change  (providing  the  procedures  for 
the  annual  statistical  sample)  will  be  issued  in  July  1989. 

•  RE CCM4END AT ION  7 :  The  GAO  recommended  that  the  Commander,  Naval 
Supply  Systems  Command,  require  that  higher  commands  evaluate 
(1)  separate  inventory  accuracy  rates  for  scheduled  and 
unscheduled  inventories  and  (2)  inventory  accuracy  rates  that 
reflect  all  inventory  adjustments  before  deductions  are  made  for 
low  value  errors  and  reversals  of  prior  period  adjustments. 

\o»v  on  p  32  (p.  45/GAO  Draft  Report) 

DOD  RESPONSE :  Nonconcur.  The  Department  disagrees  that 
scheduled  and  unscheduled  inventories  should  be  reviewed  and 
evaluated  separately  (see  the  DoD  Response  to  FINDING  G) .  The 
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Department  also  disagrees  that  inventory  accuracy  rates  should 
reflect  all  inventory  adjustments  before  deductions  are  made  for 
-ow  value  errors  and  reversals  of  prior  period  adjustments  (see 
the  DoD  Responses  to  FINDINGS  I  and  J) . 


on  p  32 


No  a  on  p  32 


RECOMMENDATION  8 :  The  GAO  recommended  that  the  Commander,  Naval 
Supply  Systems  Command,  ensure  that  the  Statistical  Accuracy 
Techniques  and  Measurements  Analysis  program  is  properly 
implemented  at  the  air  stations  having  the  required  computer 
system.  (p.  45/GAO  Draft  Report) 

DOD  RESPONSE:  Partially  concur.  The  GAO  Recommendation  implies 
the  Statistical  Accuracy  Techniques  and  Measurements  Analysis 
program  is  not  properly  implemented  at  the  air  stations  having 
the  required  computer  system.  The  Department  disagrees  on  the 
basis  that  this  is  not,  in  fact,  the  case,  nor  has  the  GAG 
demonstrated  this  is  the  case;  consequently,  the  GAO 
Recommendation  provides  no  basis  for  DoD  action.  The  Lepartment 
suggests  the  alternative  recommendation  contained  in  the  DoD 
Response  to  Recommendation  9  be  adopted  and  Recommendation  8  be 
deleted.  (Also  see  the  DoD  Response  to  FINDING  H) . 


•  RECOMMENDATION  9:  The  GAO  further  recommended  that  the 

Commander,  Naval  Supply  Systems  Command  develop  and  implement 
statistical  sampling  programs  for  the  other  air  stations  as  well, 
(p.  45/GAO  Draft  Report) 

DOD  RESPONSE :  Partially  concur.  The  GAO  Recommendation  implies 

that  the  Navy  has  no  plans  to  develop  and  implement  statistical 
sampling  programs  for  the  other  air  stations.  As  of  September 
1988,  $24,437  million  or  83  percent  of  the  total  Navy 
wholesale/retail  stock  point  general  supplies  inventory  was 
covered.  The  Norfolk  and  North  Island  Naval  Air  Stations 
provided  their  first  Statisticcal  Accuracy  Techniques  and 
Measurement  Analysis  Program  reports  in  second  quarter  Fiscal 
Year  1989.  The  remaining  Uniform  Automated  Data  Processing 
System  for  Stock  Points  activities  will  be  fully  implemented  by 
September  1989.  For  the  activities  that  are  not  supported  by  the 
Uniform  Automated  Data  Processing  System  for  Stock  Points 
(the  10  percent  of  the  total  inventory  value) ,  the  Statistical 
Accuracy  Techniques  and  Measurement  Analysis  Program  capabilities 
were  incorporated  as  a  Stock  Point  ADP  Replacement  modernization 
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requirement  and  will  be  delivered  during  the  1990s.  The 
Department  could  concur  with  a  recommendation  that  states,  "The 
Commander,  Naval  Supply  Systems  Command  should  evaluate  current 
statistical  sampling  deployment  plans  and  determine  if  they  can 
be  accelerated  or  if  alternative  sampling  programs  could  be 
deployed  in  the  interim."  The  Navy  will  make  this  evaluation  by 
the  end  of  this  fiscal  year.  (See  the  DoD  response  to  FINDING  H.) 
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Major  Contributors  to  This  Report 


National  Security  and 
International  Affairs 
Division,  Washington, 
D.C. 


James  Murphy.  Assistant  Director,  Navy  Issues,  (703)  557-1480 


Norfolk  Regional 
Office 


Hugh  Brady,  Regional  Management  Representative 

Johnnie  Phillips,  Evaluator-in-Charge 

Robert  Areenia.  Site  Senior 

Oried  Graves.  Evaluator 

Mary  Moody,  Evaluator 
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